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ECONOMIC ADJUSTMENT AFTER THE COLD
WAR

TUESDAY, DECEMBER 12, 1989

CoNGREsS oF THE UNITED STATES,
JoINT EconoMic COMMITTEE,
Washington, DC.

The committee met, pursuant to notice, at 10 a.m., in room 2359,
Rayburn House Office Building, Hon. Lee H. Hamilton (chairman
of the committee) presiding.

Present: Representatives Hamilton and Scheuer.

Also present: Richard F Kaufman, general counsel.

OPENING STATEMENT OF REPRESENTATIVE HAMILTON,
CHAIRMAN

Representative HamiLToN. The meeting of the Joint Economic
Committee will come to order.

The purpose of this hearing is to examine the possible economic
consequences of substantial reductions in defense spending.

Defense appropriations have been declining since 1985 when Con-
gress effectively capped the military buildup initiated by President
Reagan; actual outlays adjusted for inflation have been declining
gradually for the past 3 fiscal years and will decline again in the
current year.

Many are describing the current period of lessened superpower
and East-West tensions as a winding down of the cold war. The
recent actions by the Soviet Union to unilaterally withdraw some
forces from Eastern Europe and its border with China, and the ap-
parent evidence that Soviet defense spending is being cut back, are
encouraging signs that it may be possible to reduce expenditures to
something like peacetime levels.

But what are peacetime levels of defense spending in the present
era, and if there are to be further and perhaps steeper reductions,
how might they effect the economy? Obviously, the effects on the
Federal budget and on the economy will vary depending upon the
size, the rate, and the composition of the reductions. These factors
will also influence how particular segments of society and individ-
ual communities and regions might be effected.

A central issue to be resolved is, what portion of the budgetary
savings should be used to reduce the budget deficit, and how should
the remainder be allocated? Equally important questions are, what
should the Federal Government do to facilitate economic adjust-
ment from defense cutbacks, and when should we do it?
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It seems clear to me that the administration, the Defense Depart-
ment, and Congress share responsibilities for making important de-
cisions and for managing change in an orderly and constructive
way.

The first order of business is to think about the changes taking
place and how the economy is likely to respond. Today, we begin a
new series of hearings on Economic Adjustment After the Cold
War, and we are fortunate to have with us a panel of three widely
respected experts on the defense budget to help us think about
these matters.

Gordon Adams is the director of the Defense Budget Project, a
nonprofit research organization that provides analyses of defense
budget and policy issues. This organization has established itself as
a nonpartisan and objective source of information and analysis
since it was founded in 1983. Mr. Adams has written numerous
studies on defense budget issues.

Jacques S. Gansler is senior vice president and director of The
Analytic Sciences Corp., TASC, a defense consulting organization.
He was formerly the Deputy Assistant Secretary of Defense for Ma-
terial Acquisition, and prior to that, Assistant Director of Defense
Research and Engineering. He has also held executive positions
within the defense industry. Mr. Gansler is the author of two books
about the defense sector, including “Affording Defense,” published
by the MIT press this year.

L. Douglas Lee is well known within the financial community, to
the media, and to this committee where he served as a member of
the staff from 1970 to 1980. Mr. Lee is vice president and chief
economist of County Natwest USA, a financial consulting organiza-
tion for institutional investors. Before that, he was a senior econo-
mist with Data Resources, Inc., where he managed DRI's Defense
Information Services.

Doug, we are always very pleased to see our former staff alumni
and you are especially welcome.

We would like each of you to spend about 10 minutes summariz-
ing your views, and the rest of the time will be spent on questions
from the committee.

. Mr: Adams, we will proceed alphabetically, so you may proceed
rst.

STATEMENT OF GORDON ADAMS, DIRECTOR, DEFENSE BUDGET
PROJECT, WASHINGTON, DC

Mr. Apams. I am grateful for the opportunity to testify on this
subject, one that has evoked deep concern in recent weeks; that is,
the impact of impending budget reductions on the Nation’s econo-
my and on local defense-related economies.

Let me summarize my statement briefly and then elaborate on
each point in turn. First, although we lack final details on the pro-
posed changes in the defense budget, the cuts currently under dis-
cussion are likely to be smaller and slower than suggested in
recent public discussions and are likely to reduce force structure
more heavily than weapons modernizations.

Second, because they are likely to be more limited and gradual
than sometimes discussed, and because the defense industry cur-
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rently has a considerable backlog of appropriated but unspent
funds, the macroeconomic impact of defense budget cuts is likely to
be small.

Third, the defense planning preference apparently being given to
military hardware spending could mitigate site-specific, local eco-
nomic impacts, making the adjustment process more manageable.

Finally, we have sufficient time before such changes take effect
to define appropriate adjustment efforts, using America’s experi-
ence of past economic adjustments. Even with defense spending
cuts deeper than those under discussion in the executive branch,
the transition for the defense sector of the economy would be com-
plex, but manageable.

THE DEPTH OF THE PROPOSED BUDGET CUTS

Although there are no official documents, Secretary of Defense
Richard Cheney has reportedly instructed the military services to
respond to cuts in the defense budget of between $125 and $180 bil-
lion from Defense Department budget projections for fiscal years
1992 through 1994. Secretary Cheney’s action is important since it
is, I think, the first time since the early 1970’s that a Secretary of
Defense has informed the services that the outyears of the budget
plan are unrealistic and need to be significantly reduced. This
return to “fiscal realism” is to be commended.

The Cheney reductions, however, should not be overstated. They
are not reductions from the current fiscal year 1990 budget level,
but rather from Defense Department projections made earlier this
year. The earlier projects would have increased fiscal year 1991 de-
fense spending by 2.3 percent above inflation—above the fiscal year
1990 level agreed upon at the budget summit between the White
House and Congress—followed by a 1 percent real—above infla-
tion—increase in fiscal year 1992, and 2 percent real growth in
both fiscal year 1993 and fiscal year 1994. Moreover, DOD appears
to have adjusted this baseline to reflect higher inflation rates than
were originally projected for fiscal year 1991 through fiscal year
1994 and to include slightly higher internal planning estimates.

Even reductions as deep as %180 billion would leave U.S. defense
funding in fiscal year 1994 at roughly a “nominal freeze,” meaning
defense budgets would remain at approximately the fiscal year
1990 level, with no increase for inflation. U.S. defense funding
would still be higher, in constant dollars, than the budget levels
typical in peacetime between 1954 and 1980. Moreover, were the
top end of the range of Cheney cuts to be enacted by the Congress,
the average annual decline in the defense budget, after inflation,
would be only slightly faster than the budget reductions which
began in fiscal year 1986, as you pointed out, Mr. Chairman.

The defense budget project calculates that budgets have fallen
2.8 percent per year after inflation since 1985; under the deepest
Cheney proposal, they would fall roughly 8.5 percent after infla-
tion. Were the Secretary to propose budget changes at the lower
end—minus $125 billion—average annual reductions would be
closer 1to 2 percent, slightly slower than the declines of the past 5
years.

! See graph [, p. 22.
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These numbers are consistent, moreover, with the reported
changes in the fiscal year 1991 defense budget. Defense Depart-
ment budget authority may be set at roughly $295 billion, which
would represent a slight, nominal increase over the fiscal year 1990
level, while outlay targets of $292 to $300 billion would represent
roughly 2 percent nominal growth over the 1990 level. The real
budget or spending reduction would be on the order of 2.5 percent,
consistent with the fiscal years 1986-1990 budgets.

Of course, budgets may be cut further by the Congress, and it is
unrealistic to assume that the Secretary’s figures will prevail. Con-
gressional cuts are more difficult to estimate, however, since there
are likely to be a variety of proposals. I would not expect that Con-
gress would go deeper than a nominal freeze in fiscal year 1991,
which would represent a cut of roughly 4 percent after inflation.
Even a cut of this magnitude, however, would not be significantly
out of line with the rate since 1986.

THE ECONOMIC IMPACT OF DEFENSE CUTS: RECESSION OR DIVIDEND?

Reductions in the defense budget are frequently either feared as
a potential cause of recession, or seen as an opportunity to reap a
“peace dividend” to the benefits of the national economy. The
Cheney reductions under discussion, even deeper cuts, are not
likely to be a source of major disaster nor of significant benefit;
their impact will depend on the state of the wider economy and on
Federal policy, which I will get to in a moment.

It is important to note, at the start, that the defense share of
major economic aggregates has declined significantly over the past
40 years. Choosing only peacetime years, the defense share of GNP
fell from 11.1 percent in 1955 to 7.5 percent in 1965 and 5.0 percent
in 1980. After increasing to 6.5 percent in 1986 at the peak of the
Reagan buildup, the defense share of GNP fell to an estimated 5.8
percent in 1989. Defense employment—public and industry—as a
share of national employment has also fallen from 10.6 percent in
1965 to an estimated 5.3 percent in 1989.! ’

In other words, the role defense spending plays in the national
economy has diminished since the 1950’s. The kind of change under
discussion today—an annual real decline of 2 to 4 percent—would
have only a small effect on these measures. The quality of that
impact depends greatly on the overall state of the economy at the
time the changes occur, as well as on the nature of Federal macro-
economic policy. There has been considerable discussion in recent
weeks of the possibility that cuts in defense spending might lead to
lower interest rates, increased nondefense investment and econom-
ic growth.

A recent DRI analysis, for example, suggested that real cuts of as
much as 5 percent in defense spending through 1994 “appear cer-
tain to bring an eventual ‘peace dividend’ to the United States in
the form of lower inflation and interest rates, a declining budget
deficit and faster growth.” Though the details of the DRI model’s
assumptions were not made clear, the results seem to depend on
their assumption about the uses made of the “savings” from lower

18ee graph II, p. 23.



defense spending. I infer that in the near term DRI applied those
savings to deficit reduction, with positive consequences for real in-
terest rates.

In our judgment, the historical evidence of the link between defi-
cits and interest rates does not demonstrate that lower deficits lead
necessarily to lower real interest rates. A recent Congressional
Budget Office review of more than 20 empirical studies on this
question failed to find any consensus on how deficits affect interest
rates. Some saw them as positive, some saw them as negative, but
no consensus. Moreover, Federal monetary policy is more likely to
have a major impact on rates in the 1990’s than the kind of small
Federal spending changes we are discussing here.

Beyond this question of relationship, it is important to look at
the impact of deficit reduction in the wider economic context.
Lower interest rates may not automatically stimulate increased in-
vestment in the economy; they were quite low in the 1930’s, while
the economy was stagnant. Rather, economic growth itself may be
the key to increased investment. The question then arises, what is
crucial to economic growth? There is some risk that sharp deficit
reduction in the 1990’s could fuel an economic slowdown, rather
than growth, leading to stagnant or declining investment.

Deficit reduction is obviously, as you suggested, only one scenario
for the uses made of a “peace dividend.” Alternative spending may
be an appropriate use of the funds, especially if the economy is
weak, in order to deal with the “down side” of deficit reduction and
keep up the level of aggregate demand during the transition. Some
of the projections being made in recent models track such an
impact with positive results. DRI notes, for example, that spending
on infrastructure and job training, funded by the “peace dividend,”
could have positive impacts on the economy.

There is no guarantee that such a spending scenario will be
adopted. The ambitious plans for an infrastructure program after
the end of the Vietnam war, for example, were never fulfilled and
much of the “peace dividend” at that time found its way into trans-
fer payments.

Clearly one of the major debates Congress will face in the next
few years will be how to allocate a “peace dividend,” especially if it
is smaller than the DRI estimate. In fiscal year 1991, for example,
defense outlays may be $6 to $7 billion lower than previous DOD
projections. In all likelihood, this reduction will be applied to the
administration’s effort to reach the $64 billion Gramm-Rudman
deficit target, leaving few resources for other spending programs.

Congress will have to grapple with the difficult question of how
to allocate the dividend, small as it may be, between the deficit and
a large, demanding set of claimants: drug programs, educaton, in-
frastructure, child care, nuclear production plant cleanup, environ-
mental protection, and savings and loan bailouts, not to speak of
increasing demands for aid to the Soviet Union and Europe that
will put stress on a very small package of funds. Depending on the
choices made, the actual experience of the next 10 years may prove
quite different from the forecasts of economic models. The impact
of these decisions over the next decade are hard to forecast and
imply the need to deal with a much larger policy issue facing the
Congress: how to formulate social and economic development strat-
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egies—research and development job training and infrastructure
investments, among others—which will prepare the U.S. economy
for the 21st century. Defense dollars may play a role in these new
policies simply by being one source of funds to help meet their
fiscal requirements.

THE EFFECT OF CUTS ON INDUSTRY, EMPLOYMENT, AND LOCAL
ECONOMIES

These may be the most significant issues, rather than the macro-
economics effects. We should avoid this “sky is falling” scenario, al-
though such thinking may be too often typical of the way that we
deal with public policy problems. If the macroeconomics effects of
the projected defense cuts—and even of cuts that are deeper than
those under discussion—are likely to be small, then the most signif-
icant issue for the Congress may be consequences of such cuts for
the macroeconomic—for the industries, work force, and communi-
ties where defense production takes place.

Here, too, the impact of the pending cuts should not be inflated
to a “sky is falling” scenario, though such thinking seems to be
typical of the way we deal with many public policy problems. Sev-
eral features of the reductions under discussion should be noted:

Although there is little detail, as yet, from the services, prefer-
ence in budget adjustments over the next 5 years may be being
given to cutting force structure rather than military hardware.
This trend could mean major reductions over the next 5 years in
Army divisions—as many as three cut—Air Force air wings—as
many as five cut—naval forces—as many as two carrier battle
groups cut and 62 ships retired—and military personnel—as many
as 250,000 fewer, or 12 percent of the current active duty forces.

By contrast, there has been relatively little discussion of military
hardware, especially of the cuts that might be considered in hard-
ware programs that constitute the next generation of military
weaponry: LHX helicopter, FAADS air defense programs, ATACMS
missile [Army]; A-12, Seawolf submarine, Arleigh Burke destroy-
ers, LRAACA antisubmarine warfare plane [Navy]; B-2 bomber,
AFT fighter, Advanced Cruise Missile, C-17 cargo aircraft,
AMRAAM missile [Air Force]. One might still expect some cuts or
stretch outs in current hardware programs, such as those proposed
in the fiscal year budget. However, to the degree that the services
draw their budgetary wagons in a circle around the military hard-
ware, especially the next generation, the local, specific impacts of
cuts could be smaller than expected.

The direction of current arms control negotiations appears to re-
inforce this trend toward cuts in force structure, rather than hard-
ware. From what we’know of the current status of the START ne-
gotiations, the forthcoming treaty is likely to have a minimal
impact on strategic hardware production, cutting perhaps only $8
billion from anticipated hardware plans of over $140 billion.

The current negotiations on conventional force reductions could
result in marginal reductions in U.S. forces deployed in Europe,
with deeper cuts in a second round. However, these cuts are unlike-
ly to lead to the termination of current service hardware modern-



ization programs any time soon, since they will likely involve the
withdrawal of existing, older hardware.

It is also important to keep in mind that, according to DOD pro-
Jjections, the Defense Department continues to carry a significant
backlog of appropriated but unexpended funds, projected at $260
billion as of the end of fiscal year 1989. This backlog has risen con-
siderably over the 1980’s—from $92.1 billion in fiscal year 1980—
due in large part to the emphasis in the defense buildup on hard-
ware procurement and R&D. I noted in this morning’s Times that
the Grumman Corp. is said to carry a $7 billion backlog, which is
nearly 2 years of Grumman’s total column of sales.

Much larger is the aerospace sales. For at least the next 2 years,
the impact of slowly declining defense budgets is likely to be mar-
ginal on firms with existing contracts. Thus, for example, a highly-
dependent firm such as Northrup would probably carry at least 2
years of production backlog from current obligations for the B-2
bomber, were the Congress to cancel the program.

There may be time to plan for and deal with the local impacts of
such cuts or deeper cuts as they occur in the 1990’s. The local
impact of defense cuts is likely to vary, depending on which sys-
tems are eliminated, what part of the defense industry is affected
and where the work is located.

Rather than being monolithic, the defense market is complex
and diversified. Only a few large contractors depend heavily on de-
fense and nothing else—principally Lockheed, Northrop, General
Dynamics, McDonnell Douglas, and Grumman. Each of these con-
tractors is developing its own strategy for a transition, including di-
versification inside and outside the defense market and down sizing
of the company. None of them is likely to go belly-up because of
the kind of cuts under discussion, especially given their importance
as national production assets. Others, such as Boeing, Tenneco,
Litton, Textron, Martin-Marietta, and Raytheon, are more diversi-
fied, with substantial commercial business to cushion the impact of
a decline in anticipated defense business. Boeing may be the limit-
ing case, having a current $85 billion backlog of aircraft orders, of
which 90 percent is for commercial transports.

Still others, such as General Electric, IBM, or Texas Instruments
depend only minimally on defense and have a significant corporate
capacity to adjust, while companies like Hewlett Packard, Royal
Dutch Shell, Exxon, ARGO, Chevron, and Pan sell essentially the
same products to the Defense Department as they do to commercial
markets.

Effects on the subcontracting markets are harder to project. Sub-
contractor companies, such as those making machine tools or bear-
ings, could feel some effect, though most are in commercial mar-
kets and, if a recent study by the Center for Strategic and Interna-
tional Studies is correct, many may have left the defense market
over the past decade. There is room here for more research, since
the amount of subcontractor dependency on defense is unknown. It
is known that as defense business shrinks, many prime contractors
tend to pull subcontracting business back into their own plants,
creating a more serious problem for the subcontractors.

The impact of defense cuts on communities, as opposed to con-
tractors, will also vary. The prime contracting defense industry is
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concentrated around the rim of the United States: from Bath Iron
Works in Maine, down through Electric Boat in Connecticut,
through Gumman on Long Island, Martin Marietta in Maryland,
Lockheed in Georgia, the space industry in Florida, Litton’s Ingalls
Shipyards in Mississippi, General Dynamics, Bell, and LTV in
Dallas-Ft. Worth, Hughes in Arizona, and the numerous companies
in California and Boeing in Seattle. Depending on the type of
budget changes or cancellation, initial impacts would be felt in
some of these areas.

Defense geography is also another important area for further re-
search. Unsystematic data indicate that virtually all local econo-
mies heavily involved in defense production are to some degree less
dependent on such production today than they were 20 years ago.
Local economies in Long Island, Maryland, Florida, Texas, Califor-
nia, and Washington are significantly more diversified than they
were in the 1960’s, making the adjustment problem different and
perhaps more tolerable now than it would have been. For many lo-
calities, the days may be gone when contractor closings meant
turning out the city lights. The Sacramento area has seen the de-
fense share of its labor force fall from 15 percent in 1965 to 5 per-
cent in 1985, suggesting a different resonance of the issue of adjust-
ment in the community. Although defense accounted for 40 percent
of manufacturing employment on Long Island in early 1987, one
study has noted that manufacturing overall, as a share of the Long
Island economy, has fallen from 18 percent of total nonagricultural
employment in 1976 to 15 percent in 1988.

THE EFFECT OF CUTS ON INDUSTRY, EMPLOYMENT, AND LOCAL
ECONOMIES

The impact of cuts on the defense work force will also vary, de-
pending on the location and nature of the cuts. Some changes have
already occurred. DOD estimates that industry employment, for ex-
ample, fell 140,000 between fiscal year 1986 and fiscal year 1989, a
drop of 4.1 percent, with very little public discussion of the adjust-
ments this might have required.

The defense work force is not monolithic; it contains a higher
proportion of scientific and technical talent and skilled production
workers than the national labor force, making parts highly reem-
ployable, depending on the overall state of the economy. The exact
distribution of these workers can differ dramatically between ship-
building, aerospace, and electronics, for example, making predic-
tions about employment effects dependent on the specific cuts
being made.

The impact of cuts on the labor force will also depend on the
speed with which they take place; attrition in the overall labor
force may absorb some share of the decline.

And the final thing I will talk about this morning, Mr. Chair-
man, is let’s look at the elements of adjustment policy.

Though they may be less dramatic than current rhetoric sug-
gests, cuts in defense over the next decade will have an effect on
specific contractors, workers, and communities. In assessing the re-
quirements for private sector and public sector response, it is im-
portant to keep in mind that our economy has been through many
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defense-related and nondefense-related economic adjustments, sug-
gesting some lessons to be learned and tools with which we can
work. I emphasize it is important not to reinvent the wheel.

After World War II, the economy went through reconversion.
The key to successful adjustment was the broader state of the econ-
omy, rather than Federal planning: pent-up wartime consumer sav-
ings, available capital, a tax cut, and relief programs for Europe,
all of which stimulated demand.

After Korea, the adjustment met a slight economic dip, but the
economy remained basically strong.

After Vietnam, there was a considerable increase in unemploy-
ment and some difficulties that were hardly noted at the time in
the aerospace sector. There were few Federal policies adopted for
the transition, unemployment rose, the economy had difficulties,
but changes in the national and international economic context, in-
cluding such events as the end of the stable dollar, the Nixon price
freeze, the start of stagflation, a sharp decline in commercial air-
craft purchasing, the decline in space program procurement and
the 1973 oil price increase, may have all had a greater impact than
did the end of the war.

There are continuous defense-related adjustments throughout
wartime and peacetime, moreover, as new defense programs begin,
contracts end and plants and bases close. Though such transitions
- are not easy, there are a number of significant examples of commu-
nity, work force, and industry response to such changes, based
largely on using the community as the focus of the adjustment
effort. A survey of such transitions by the Defense Department’s
Office of Economic Adjustment suggests that the reuse of military
bases closed between 1961 and 1986 led to a net gain of nearly
44,000 jobs—a loss of 94,424 civilian jobs followed by the creation of
138,138 new jobs.

Moreover, defense is not the only area in which the U.S. econo-
my adjusts to change. The impact of declining defense budgets,
base closings or contract terminations is not especially different
from the impact of other economic dislocations, such as plant clos-
ings, loss of private sector contracts, the decline of an industry or
foreign competition. Because such adjustments have occurred
before, local, State and Federal Governments have developed policy
tools to deal with the transitions. These experiences have also pro-
vided tools and lessons for the adjustment effort that might accom-
pany the coming defense build down.

The process of economic adjustment is not an easy one, nor does
it happen swiftly. Above all, in considering the adjustment efforts
that might be required in the 1990’s, the Congress needs to empha-
size the flexible use of existing tools. Beyond the need for a grow-
ing economy, a successful adjustment requires cooperation between
the corporation, work force, and community with adequate Federal,
State, and local support for worker adjustment and community de-
velopment. This effort needs to be geared to the specific needs of
the locality; there is no single national policy which can fix every
situation.

Let me run through some of these items, in turn. First, the state
of the local and national economy when the adjustment occurs is
critical. A well-laid plan and strong community efforts can easily



10

be frustrated by a weak economy; a poor plan or no planning at all
might actually succeed if the economy were healthy, creating new
jobs and investment opportunities. Policymakers should consider
the possible need for demand stimulation as an element of Federal
macroeconomic policy which could create a positive economic con-
text for such spending changes.

Though we tend to assume a public sector response is the most
important dimension of adjustment efforts, the corporate response
to economic change is absolutely critical. We should not neglect the
role of the private sector, but should encourage the use of corpo-
rate capabilities for research and planning. In my prepared state-
ment, I talk about several examples of that kind of thing.

In terms of the work force, training and research suggests that
relocation assistance and job support are probably the most critical
elements of adjustment efforts directed at the work force. We
might, for example, require the Congress to give consideration to
increasing the resources under title III of the Job Training Part-
nership Act and some special responsibilities, perhaps, of that pro-
gram for adjustment in the defense sector.

With respect to community issues, the community is probably
the most critical focus for adjustment efforts. Local economic devel-
opment activities in the past 15 years have assisted the diversifica-
tion of many local economies, making them less vulnerable to the
termination of one kind of production. This is an area where there
are existing tools. The office of Economic Adjustment in DOD has
considerable experience in facilitating working relations between
Federal, State, and local authorities involved in defense-related ad-
justments. States should be encouraged to mobilize their resources
and efforts early in the process.

With respect to Federal funding, as I have suggested, the Job
Training Partnership Act and the Economic Development Adminis-
tration may be too critical of additional Federal activity.

Finally, with respect to civilian research and development—
which I have separated out here—to date, the strongest Federal
commitment of R&D in the national economy has been through the
Department of Defense and a small, but significant share of the
Nation’s technical talent is involved in defense-related pursuits. A
strong defense R&D effort, I think, is likely to continue.

The time may have come, however, to review public sector poli-
cies with respect to commercial R&D, since that is what promotes
the competitiveness of American industry most directly. A major
nondefense public sector program for R&D, including appropriate
industry incentives, ought to be in our near-term future. Not only
is such a program an important policy tool, it would have the addi-
tional payoff of involving some part of the technical talent which
may no longer be necessary for the defense efforts.

Our experience in the United States with economic adjustment
indicates that successful transitions in the economy, whether in re-
sponse to defense or nondefense changes, are possible, provided
there is a good mix of public and private initiative, appropriate
Federal support State and community cooperation early in the
effort. Warning, anticipation and flexibility in approach, above all,
are key. We do not need an entirely new Federal approach to ad-
justment so much as we need an enhancement of existing tools and
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strongly stated national commitment to the public and private
effort needed to make the transition succeed.

Thank you, Mr. Chairman. .

[The prepared statement of Mr. Adams follows:]
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PREPARED STA'I.‘EMENT OF GORDON ADAMS

Mr. Chairman, I am Dr. Gordon Adams, Director of the Defense Budget Project,
a non-profit research organization here in Washington, DC working on defense budget
and economic issues. I am grateful for the opportunity to testify on a subject which has
evoked deep concern in recent weeks: the impact of pending defense budget reductions
on the nation’s economy and on local defense-related economies.

Let me summarize my statement briefly and then elaborate on each point in turn.-
First, although we lack final details on proposed changes in the defense budget, the cuts
currently under discussion are likely to be smaller and slower than suggested in recent
public discussions and are likely to reduce force structure more heavily than weapons
modernizations. Second, because they are likely to be more limited and gradual than
sometimes discussed, and because the defense industry currently has a considerable
backlog of appropriated but unspent funds, the macroeconomic impact of defense budget
cuts is likely to be small. .Third,the-defense. planning preference. apparently being given
to military hardware spending could mitigate site-specific, local economic impacts,
making the adjustment process more manageable. Finally, we have sufficient time
before such changes take effect to define appropriate adjustment efforts, using America’s
experience of past economic adjustments. Even with defense spending cuts deeper than
those under discussion in the Executive Branch, the transition for the defense sector of
the economy would be complex, but manageable.

THE DEPTH OF THE PROPOSED BUDGET CUTS

Although there are no official documents, Secretary of Defense Richard Cheney
has reportedly instructed the military services to respond to cuts in the defense budget
of between $125 and $180 billion from Defense Department budget projections for fiscal
years 1992 through 1994. Secretary Cheney’s action is important since it is, I think, the
first time since the early 1970s that a Secretary of Defense has informed the services
that the out-years of the budget plan are unrealistic and need to be significantly reduced.
This return to "fiscal realism" is to be commended.

The Cheney reductions, however, should not be overstated. They are not
reductions from the current FY 1990 budget level, but rather from Defense Department
projections made earlier this year. The earlier projections would have increased FY
1991 defense funding by 2.3 percent above inflation (above the FY 1990 level agreed
upon at the budget summit between the White House and Congress), followed by a one
percent real (above inflation) increase in FY 1992, and two percent real growth in both
FY 1993 and FY 1994. Moreover, DoD appears to have adjusted this baseline to reflect
higher inflation rates than were originally projected for FY 1991 through FY 1994 and
to include slightly higher internal planning estimates.

Even reductions as deep as $180 billion would leave U.S. defense funding in FY
1994 at roughly a "nominal frecze", meaning defense budgets would remain at
approximately the FY 1990 level, with no increase for inflation. U.S. defense funding
would still be higher, in constant dollars, than the budget levels typical in peacetime
between 1954 and 1980. Moreover, were the top end of the range of Cheney cuts to be
enacted by the Congress, the average annual decline in the defense budget, after
inflation, would be only slightly faster than the budget reductions which began in FY
. 1986. ‘The Defense Budget Project calculates that budgets have fallen 2.8 percent per
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year after inflation since 1985; under the deepest Cheney proposal, they would fall
roughly 3.5 percent after inflation. Were the Secretary to propose budget changes at the
lower end (minus $125 billion), average annual reductions would be closer to 2 percent,
slightly slower than the declines of the past five years. [See Graph I]

These numbers are consistent, moreover, with the reported changes in the FY
1991 defense budget. Defense Department budget authority may be set at roughly $295 -
billion, which would represent a slight, nominal increase over the FY 1990 level, while
outlay targets of $292-3 billion would represent roughly 2 percent nominal growth over
the 1990 level. The real budget or spending reduction would be on the order of 2.5%,
consistent with the FY 1986-90 budgets.

Of course, budgets may be cut further by the Congress, and it is unrealistic to
assume that the Secretary’s figures will-prevail:— Congressional-cuts are more difficult to
estimate, however, since there are likely to be a variety of proposals. I would not expect
that Congress would go deeper than a nominal freeze in FY 1991, which would
represent a cut of roughly 4 percent after inflation. Even a cut of this magnitude,
however, would not be significantly out of line with the rate since 1986.

THE ECONOMIC IMPACT OF DEFENSE CUTS: RECESSION OR DIVIDEND?

Reductions in the defense budget are frequently either feared as a potential cause
of recession, or seen as an opportunity to reap a "peace dividend" to the benefit of the
national economy. The Cheney reductions under discussion, even deeper cuts, are not
likely to be a source of major disaster nor of significant benefit; their impact will depend
on the state of the wider economy and on federal policy.

It is important to note, at the start, that the defense share of major economic
aggregates has declined significantly over the past forty years. Choosing only peacetime
years, the defense share of GNP fell from 11.1 percent in 1955 to 7.5 percent in 1965
and 5.0 percent in 1980. After increasing to 6.5 percent in 1986 at the peak of the
Reagan buildup, the defense share of GNP fell to an estimated 5.8 percent in 1989.
Defense employment (public and industry) as a share of national employment has also
fallen from 10.6 percent in 1965 to an estimated 5.3 percent in 1989 [See Graph II].

In other words, the role defense spending plays in the national economy has
diminished since the 1950s. The kind of changes under discussion today (an annual real
decline of two to four percent) would have only a small effect on these measures. The
quality of that impact depends greatly on the overall state of the economy at the time
the changes occur, as well as on the nature of federal macroeconomic policy. There has
been considerable discussion in recent weeks of the possibility that cuts in defense
spending might lead to lower interest rates, increased non-defense investment and
economic growth. A recent DRI analysis, for example, suggested that real cuts of as
much as 5% in defense spending through 1994 "appear certain to bring an eventual
‘peace dividend’ to the U.S. in the form of lower inflation and interest rates, a declining
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budget deficit and faster growth.”* Though the details of the DRI model’s assumptions
were not made clear, the results seem to depend on their assumption about the uses
made of the "savings” from lower defense spending. I infer that in the near term DRI
applied those savings to deficit reduction, with positive consequences for real interest
rates.

The historical evidence of the link between deficits and interest rates does not
demonstrate that lower deficits lead necessarily to lower real interest rates. A recent
Congressional Budget Office review of more than 20 empirical studies on this question
failed to find any consensus on how deficits affect interest rates. Moreover, federal
monetary policy is more likely to have a major impact on rates in the 1990s than the
kind of small federal spending change we are discussing here.

Beyond this question .of relationship,.it is. important. to.look at the impact of
deficit reduction in the wider economic context. Lower interest rates may not
automatically stimulate increased investment in the economy; they were quite low in the
1930s, while the economy was stagnant. Rather, economic growth itself may be key to
increased investment. The question then arises, what is crucial to economic growth?
There is some risk that sharp deficit reduction in the 1990s could fue! an economic slow-
down, rather than growth, leading to stagnant or declining investment.

Deficit reduction is only one scenario for the uses made of a "peace dividend.”
Alternative spending may be an appropriate use of the funds, especially if the economy
is weak, in order to deal with the "down side” of deficit reduction and keep up the level
of aggregate demand during the transition. Some of the projections being made in recent
models track such an impact, with positive results. DRI notes, for example, that
spending on infrastructure and job training, funded by the "peace dividend”, could have
positive impacts on the economy. There is no guarantee that such a spending scenario
will be adopted. The ambitious plans for an infrastructure program after the end of the
Vietnam War, for example, were never fulfilled and much of the "peace dividend” at that
time found its way into transfer payments.

Clearly one of the major debates of the next few years will be how to allocate a
"peace dividend”, especially if it is smaller than the DRI estimate. In FY 1991, for
example, defense outlays may be $6-7 billion lower than previous DoD projections. In
all likelihood, this reduction will be applied to the Administration’s effort to reach the
$64 billion Gramm-Rudman deficit target, leaving few resources for other spending
programs. . .

Congress will have to grapple with the difficult question of how to allocate the
dividend, small as it may be, between the-deficit and a large, demanding set of
claimants: drug programs, education, infrastructure, child care, nuclear production plant
cleanup, environmental protection, and savings and loan bailouts. Depending on the

! “The Peace Economy,” Business Week, December 11, 1989, pp. 50-55.

2 Congressional Budget Office, The Economic and Budget Outlook: Fiscal Years 1988-
1992, Part 1, (Washington, DC: Government Printing Office, January 1987), pp. 97-102.
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choices made, the actual experience of the next ten years may prove quite different from
the forecasts of economic models. The impact of these decisions over the next decade
are hard to forecast and imply the need to deal with a much large policy issue facing the
Congress: how to formulate social and economic development strategies (research and
development, job training and infrastructure investment, among others) which will
prepare the U.S. economy for the 21st century. Defense dollars may play a role in these
new policies simply by being one source of funds to help meet their fiscal requirements. -

‘THE EFFECT OF CUTS ON INDUSTRY, EMPLOYMENT AND LOCAL ECONOMIES

If the macroeconomic effects of the projected defense cuts (and even of cuts that
are deeper than those under discussion) are likely to be small, then the most significant
issue for the Congress may. be the .consequences.of such.cuts_for. the. microeconomy -
for the industries, work force and communities where defense production takes place.

. Here, too, the impact of the pending cuts should not be inflated to a "sky is
falling” scenario, though such thinking seems to be typical of the way we deal with many
publ:'ic policy problems. Several features of the reductions under discussion should be
noted: .

® Although there is little detail, as yet, from the services, preference in budget
adjustments over the next five years may be being given to cutting force structure
rather than military hardware. “This trend could mean major reductions over the
next five years in Army divisions (as many as 3 cut), Air Force air wings (as many
as five cut), naval forces (as many as two carrier battle groups cut and 62 ships
retired), and military personnel (as many as 250,000 fewer, or 12 percent of the
current active duty forces). By contrast, there has been relatively little discussion
of military hardware, especially of the cuts that might be considered in hardware
programs that constitute the next generation of military weapoary: LHX
helicopter, FAADS air defense programs, ATACMS missile (Army); A-12,
Seawolf submarine, Arleigh Burke destroyers, LRAACA anti-submarine warfare
plane (Navy); B-2 bomber, ATF fighter, Advanced Cruise Missile, C-17 cargo
aircraft, AMRAAM missile (Air Force). One might still expect some cuts or
stretchouts in current hardware programs, such as those proposed in the FY 1990
budget. However, to the degree that the services draw their budgetary wagons in
a circle around the military hardware, especially the next generation, the local,
specific impacts of cuts could be smaller than expected.

o The direction of current arms control negotiations appears to reinforce this
trend toward cuts in force structure, rather than hardware. From what we know
of the current status of the START negotiations, the forthcoming treaty is likely
to have only a minimal impact on strategic hardware production, cutting perhaps
only $8 billion from anticipated hardware plans of over $140 billion.> The

? See Stephen Alexis Cain, The START Agreement:  Strategic Options and Budgetary
Savings (Washington, DC: Defense Budget Project (DBP), July 1988) and Cain, Straregic
Forces Funding in the 1990s: A Renewed Buildup? {Washington, DC: DBP, April 1989).
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current negotiations on conventional force reductions could result in marginal
reductions in U.S. forces deployed in Europe, with deeper cuts in a second round.
However, these cuts are unlikely to lead to the termination of current service
hardware modernization programs any time soon, since they will likely involve the
withdrawal of existing, oider hardware.

o It is also important to keep in mind that, according to DoD projections, the
Defense Department continues to carry a significant backlog of appropriated but
unexpended funds, projected at $260 billion as of the end of FY 1989. This
backlog has risen considerably over the 1980s (from $92.1 billion in FY 1980),
due in large part to the emphasis in the defense buildup on hardware
procurement and R&D. For at least the next two years, the impact of slowly
declining defense budgets is likely to be marginal on firms with existing contracts.
Thus, for example, .a.highly.defense-dependent firm.such. as Northrop would
probably carry at least two years of production backlog from current obligations
for the B-2 bomber, were the Congress to cancel the program.

There may be time to plan for and deal with the local impacts of such cuts or
deeper cuts as they occur in the 1990s. The local impact of defense cuts is likely to
vary, depending on which systems are eliminated, what part of the defense industry is
affected and where the work is located.

Rather than being monolithic, the defense market is complex and diversified.
Only a few large contractors depend heavily on defense and nothing else — principally
Lockheed, Northrop, General Dynamics, McDonnell Douglas and Grumman. Each of
these contractors is developing its own strategy for a transition, including diversification
inside and outside the defense market and down-sizing of the company. None of them
is likely to go belly-up because of the kind of cuts under discussion, especially given
their importance as national production assets. Others, such as Boeing, Tenneco, Litton,
Textron, Martin-Marietta and Raytheon, are more diversified, with substantial
commercial business to cushion the impact of a decline in anticipated defense business.
Boeing may be the limiting case, having a current $85 billion backlog of aircraft orders,
of which 90 percent is for commercial transports. .

Still others, such as General Electric, IBM or Texas Instruments depend only
minimally on defense and have a significant corporate capacity to adjust, while
companies like Hewlett Packard, Royal Dutch Shell, Exxon, ARCO, Chevron and Pan
Am sell essentially the same products to the Defense Department as they do to
commercial markets.

Effects on the subcontracting markets are harder to project. Subcontractor
companies, such as those making machine tools or bearings, could feel some effect,
though most are in commercial markets and, if a recent study by the Center for Strategic
and International Studies is correct, many may have left the defense market over the
past decade.’ There is room here for more research, since the amount of subcontractor

4 Center for Strategic and International Studies, Deterrence in Decay: The Future of
the U.S. Defense Industrial Base, (Washington, DC: CSIS, May 1989).
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dependency on defense is unknown. It is known that as defense business shrinks, many
prime contractors tend to pull subcontracting business back into their own plants,
creating a more serious problem for the subcontractors.

The impact of defense cuts on communities will also vary. The prime contracting
defense industry is concentrated around the rim of the United States: from Bath Iron
Works in Maine, down through Electric Boat in Connecticut, through Grumman on
Long Island, Martin Marietta in Maryland, Lockheed in Georgia, the space industry in
Florida, Litton’s Ingalls Shipyards in Mississippi, General Dynamics, Bell, and LTV in
Dallas/Ft. Worth, Hughes in Arizona, the numerous companies in California and Boeing
in Seattle. Depending on the type of budget changes or cancellation, initial impacts
would be felt in some of these areas.

Defense geography is. also another. important.area .for further_research..
Unsystematic data indicate that virtually all local economies heavily involved in defense
production are to some degree less dependent on such production today than they were
20 years ago. Local economies in Long Island, Maryland, Florida, Texas, California and
Washington are significantly more diversified than they were in the 1960s, making the
adjustment problem different and perhaps more tolerable now than it would have been.
For many localities, the days may be gone when contractor closings meant turning out
the city lights. The Sacramento area, for example, with four major bases and a major
prime contractor in the region, has seen the defense share of its labor force fall from
15% in 1965 to 5% in 1985. Although defense accounted for 40% of manufacturing
employment on Long Island in early 1987, one study has noted that manufacturing
overall, as a share of the Long Island economy has fallen from 18% of total non-
agricultural employment in 1976 to 15% in 1988.°

Finally, the impact of cuts on the defense work force will also vary, depending on
the location and nature of the cuts. Some changes have already occurred. DoD
estimates that industry employment, for example, fell 140,000 between FY 1986 and FY
1989, a drop of 4.1 percent, with very little public discussion of the adjustments this
might have required. The defense work force is not monolithic; it contains a higher
proportion of scientific and technical talent and skilled production workers than the
national labor force, making parts highly reemployable, depending on the overall state of
the economy. The exact distribution of these workers can differ dramatically between
shipbuilding, aerospace and electronics, for example, making predictions about
employment effects dependent on the specific cuts being made.® The impact of cuts on
the labor force will also depend on the speed with which they take place; attrition in the
overall labor force may absorb some share of the decline.

> Of course, there may be other vulnerabilities introduced in a local economy by
significant growth in service industries with a shrinking manufacturing base. Long Island
Regional Planning Board, Maximizing the Potential of Long Island’s Defense Sector in an
Era of Change, (Hauppauge, NY: Long Island Regional Planning Board, 1988).

¢ See Congressional Budget Office, Defense Spending and the Economy (Washington,
DC: CBO, February 1983), Table A-11.
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THE ELEMENTS OF ADJUSTMENT POLICY

Though they may be less dramatic than current rhetoric suggests, cuts in defense
over the next decade will have an effect on specific contractors, workers and
communities. In assessing the requirements for private sector and public sector
response, it is important to keep in mind that our economy has been through many
defense- and non-defense-related economic adjustments, suggesting some lessons to be
learned and tools with which we can work. We should learn from that experience and
not reinvent the economic adjustment process.

Defense spending fell from 38.7 percent of GNP in 1944 to 3.2 percent in 1948,
with 10 million people leaving the military services, 1.7 million people leaving civilian
employment in the defense public sector and 12.4 million workers leaving the defense
industry. This demobilization was.the .only-major-experience the U.S. has had with what
was then called "reconversion.” For the veterans, programs included the G.I. bill,
counseling, a readjustment allowance and several loan programs. For industry workers
there was no planning for retraining or reemployment, but unemployment insurance
benefits existed. For the companies, contracts were terminated promptly, with
termination payments. Industry adjusted its activity using these payments, the saved
capital from war profits and low interest rate loans. The key to successful adjustment
was the broader state of the economy: pent-up wartime consumer savings, available
capital, a tax cut, and relief programs for Europe all stimulated demand.

The military buildup for the Korean War was not followed by as dramatic a shift:
800,000 left the military, 300,000 left the civilian Defense Department payroll and the
share of GNP spent on defense fell from 13.4 percent in 1953 to 9.4 percent by 1956.
There was a slight economic dip, but the economy remained basically strong and the
adjustment took place without special mechanisms or plans.

After the Vietnam War, 1.5 million people left the military, 1.2 million people
left DoD civilian employment and the defense share of GNP fell from 9.6 percent in
1967 to 5.6 percent in 1974. There was some active governmental thinking about the
transition, including a report on the transition from the Council of Economic Advisors to
the president.” Few policies were developed or implemented for the transition, however.
Unemployment rose and the economy experienced difficulties, but changes in the
national and international economic context —~ the end of a stable dollar, the Nixon price
freeze, the start of stagflation, a sharp decline in the commercial aircraft market and the
1973 oil price increase — may have had a greater impact than did the end of the war.

There are continuous defense-related adjustments throughout wartime and
peacetime, moreover, as new defense programs begin, contracts end and plants and
bases close. Though such transitions are not easy, there are a number of significant
examples of community, work force and industry response to such changes, based largely
on using the community as the focus of the adjustment effort. A survey of such

7 U.S. Executive Office of the President, Report of the Committee on the Economic
Impact of Defense and Disarmament, Gardner Ackley, Chairman (Washington, DC:
Government Printing Office, 1965).
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transitions by the Defense Department’s Office of Economic Adjustment suggests that
the reuse of military bases closed betweén 1961 and 1986 led to a net gain of nearly
44,000 jobs (a loss of 94,424 civilian jobs followed by the creation of 138,138 new jobs).2

Moreover, defense is not the only area in which the U.S. economy adjusts to
change. The impact of declining defense budgets, base closings or contract terminations
is not especially different from the impact of other economic dislocations, such as plant -
closings, loss of private sector contracts, the decline of an industry or foreign
competition. Because such adjustments have occurred before, local, state and federal
governments have developed policy tools to deal with the transitions. These experiences
have also provided tools and lessons for the adjustment effort that might accompany the
coming defense builddown

The process of economic-adjustment.is-not.an. easy one, nor. does it happen
swiftly. Above all, in considering the adjustment efforts that might be required in the
1990s, the Congress needs to emphasize the flexible use of existing tools. Beyond the
need for a growing economy, a successful adjustment requires cooperation between the
corporation, work force and community with adequate federal, state and local support

- for worker adjustment and community development. This effort needs to be geared to
the specific needs of the locality; there is no single national policy which can fix every °
situation.

The Ecopomy

The state of the local and national economy when the adjustment occurs is
critical. A well-laid plan and strong community efforts can easily be frustrated by a weak
economy; a poor plan or no planning at all might actually succeed if the economy were
healthy, creating new job and investment opportunities. Policy-makers should consider
the possible need for demand stimulation as an element of federal macroeconomic
policy which could create a positive economic context for such spending changes.

Corporate Response

Though we tend to assume a public sector response is the most important
dimension of adjustment efforts, the corporate response to economic change is
absolutely critical. We should not neglect the role of the private sector, but should
encourage the use of corporate capabilities for research and planning. Corporate
actions can be helpful or harmful, ranging from plant relocation to corporate
diversification through acquisition (United Technologies), internal corporate product
development (Kaman Corp.), the investigation of new markets for existing products and
corporate support for benefits, relocation aid and employment advice to am affected
work force (Rockwell International, Mack Truck). Studies by the Battelle Memorial
Institute and Fantus Corporation show mixed success in efforts across the different areas

¥ Depariment of Defense, Office of Economic Adjustment, 25 Years of Civilian Reuse:
Summary of Completed Military Base Economic Adjustment Projects, 1961-1986 (Washington,
DC: OSD/OEA, May 1986).
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of production.’ Such efforts depend on the company recognizing that it has a stake in a
planned change, taking the time to implement it, and cooperating with local authorities.
The existence of consistent federal, state and local support for the corporation’s role is
also important. More broadly, effective corporate strategies for long-term investment
and commercialization of research will play an important role in enhancing their
competitiveness, which should, in turn, improve the health of the U.S. economy.

Work Force Issues

Experience suggests that work force adjustment efforts need to focus on
assistance for worker retraining, counseling and job search support and relocation. The
government has undertaken such programs, with mixed results, for adjustments to
railroad consolidation, airline deregulation and trade shifts. Consideration might be
given to increasing the resources for Title-I-of the Jobs-Ti raining-Partnership Act and,
perhaps, underlining special responsibilities of this program for defense workers. Direct
income support during the transition has been considered in such cases, although a study
by Abt Associates for the DoD Office of Economic Adjustment suggests that such
support (above and beyond unemployment insurance) actually slows down the
adjustment process.’®
Comumunity Issues

The community is the most critical focus for adjustment efforts. When effects are
felt, it is at the community level. Local economic development activities in the past 15
years have assisted the diversification of many local economies, making them less
vulnerable to the termination or decline of one type of production. Many states are
more active than ever in the economic development process, including creating
retraining and employment programs. What is most important is the early knowledge of
a change and an early state and community response. This area is one where it makes
little sense to create new federal coordination structures. The Office of Economic
Adjustment in DoD has considerable experience in facilitating working relations between
federal, state and local authorities involved in defense-related adjustment efforts.
Moreover, states should be encouraged to engage their time and resources early in the
process, helping bring together the local resources necessary for adjustment efforts. It is
important to plan for the adjustment, as the California State Department of
Employment did in assisting the transition for the work force affected by the termination
of the B-1 bomber program in Palmdale.

Federal Funding
Federal resources can play an important role in such adjustments. Beyond the

facilitating role noted above, federal funds are probably most critical in three areas:
labor force adjustment assistance (JTPA), economic development and diversification

9 See John E. Lynch, ed., Economic Adjustment and Conversion of Defense Industries,
(Boulder, CO: Westview Press, 1987), especially Chapters 9-10.

19 See Lynch, ed., Chapter 13.
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labor force adjustment assistance (JTPA), economic development and diversification
planning (Economic Development Administration) and research and development.

In earlier adjustments, federal funding through the now defunct Urban Development
Action Grants and Community Development Block Grants was useful. Resources
through Title IX of the Economic Development Administration’s program have been
used in more recent adjustments and consideration might be given by the Congress 10
enhancing EDA’s resources for defense-impacted communities. Here, relatively small
amounts of federal funding can provide a catalyst for greater state and local efforts.

Civilian R b and Devel

The question of research and development support deserves separate discussion.
To date, the strongest federal commitment to R&D in the national economy has been
through the Department of Defense.and. a small, but significant. share of the nation’s
technical talent is involved in defense-related pursuits. I expect that a strong defense
R&D effort will continue, even in the framework of declining defense budgets, since
R&D is one of our principle hedges against negative international changes. The time
may have come, however, to review public sector policies with respect to commercial
R&D, since it promotes the competitiveness of American industry. Defense R&D, as
the Office of Technology Assessment recently pointed out, is no longer a driving force
behind U.S. technology.” A major non-defense public sector program for R&D,
including appropriate industry incentives ought to be in our near-term future. Not only
is such a program an important policy tool, it would have the additional pay-off of
ixgolving some of the technical talent which may no longer be necessary for the defense
etiort.

Our experience with economic adjustment indicates that successful transitions in
the economy, whether in response to defense or non-defense changes, are possible,
provided there is a good mix of public and private initiative, appropriate federal support
and state and community cooperation early in the effort. Warning, anticipation and
flexibility in approach are key. We do not need an entirely new federal approach to
adjustment so much as we need an cnhancement of existing tools and a strongly stated
national commitment to the public and private effort needed to make the transition
succeed.

"' See Congress of the United States, Office of Technology Assessment, Holding the
Edge:  Maintaining the Defense Technology Base, OTA-ISC420 (Washington, DC:
Government Printing Office, 1989).
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SOURCES FOR GRAPHS

Graph 1: Actual DoD budget data from Office of the Assistant Secretary of Defense
(Comptroller), Nationa! Defense Budget Estimates for FY 1 990/1991 (Deparument of
Defense, March 1989), Table 6-8. Projections for fiscal years 1990 through 1994 are
based on press reports, data acquired from the Defense Department, and conversations
with congressional staff.

Graph 2: All figures are from National Defense Budget Estimates for FY 1990/1991,
Table 7-8.
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Representative HamiLToN. Thank you very much, Mr. Adams.
Mr. Lee, please proceed.

STATEMENT OF L. DOUGLAS LEE, VICE PRESIDENT AND CHIEF
ECONOMIST, COUNTY NATWEST, WASHINGTON ANALYSIS CORP.

Mr. Lee. Thank you, Mr. Chairman. It is a pleasure to be here
today. I would like to focus my remarks on three broad areas.
First, some general remarks on the nature of defense spending and
its relationship to the economy. Second, some remarks on the
timing and structure of the defense cuts that I believe reasonable.
And finally, some observations about how these interact with the
greater economy.

I thought that it might be useful at first to try to remove some of
the often-repeated errors of fact and logic that cloud discussions
about defense spending. Defense spending is often considered non-
productive and inflationary because there is no flow of useful goods
and services. I don’t think that is correct. From an economic per-
spective, the inflationary potential of defense spending has nothing
to do with its usefulness.

In a private market transaction, the production and consumption
of goods and services is a two-sided transaction. That is not true in
a government transaction, however, as the Government pays for
goods but it removes them from the private economy. So unless
there is some other mechanism to soak up the purchasing power,
such as taxes, it would result in inflation. The key fact here is that
the inflationary impact depends on whether the aggregate purchas-
ing dpower is being expanded more than the aggregate production of
goods.

The second fallacy in this logic is that defense spending does not
produce a stream of benefits. In fact, it provides something we call
national security. An “adequate” amount of national security is
difficult to define and more difficult to value, but that does not
mean that it is worthless. Everyone will agree that without an ade-
quate amount of national security, we would not be able to enjoy
the other benefits of our economic system. It is this aspect that
makes the changing cold war environment so exciting.

In the early 1980’s, we believe that we had allowed our defense
capabilities to run down during the decade following the Vietnam
conflict and that rebuilding was required. Basically, this meant
that we had not been providing an adequate amount of national se-
curity. To correct this imbalance, resources had to be shifted from
the civilian to the defense sector. However, if you believe that a
stream of benefits flows from providing an adequate amount of se-
curity, then you would conclude that this was a redistribution exer-
i:jse with little net impact on the Nation’s overall standard of
1ving.

The situation today is different from the early 1980’s. Today we
believe that the nature of the Soviet threat has changed. The Sovi-
ets are less aggressive, less economically capable, and, due to open-
ing the borders in Central Europe, less able to mount a surprise
attack on Europe with short notice. Because the nature of the
threat has declined, fewer resources are now required to provide an
adequate amount of national security. This means that, rather
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than simply redistributing resoures as we did in the early 1980’s,
resources will be freed for other purposes. Whatever these other
purposes are, because the benefits provided by an adequate security
will continue, it should mean a substantial net addition to our
standard of living as a nation.

Saying that there is nothing inherently nonproductive or infla-
tionary about defense spending as long as we are willing to pay for
it with lower levels of consumption, it not, however, the end of the
story. For most defense goods there is only one market—military.
This is not true for most other goods that the Government buys. A
$10 billion cut in defense spending will have a very important
impact on industries such as small arms, ammunition, explosives,
and nonferrous forgings where 15 to 25 percent of the industry
output is purchased by the military. An equivalent $10 billion cut
in transfer or interest payments or expenses would be spread
across all of the goods and services produced in the economy with
no single industry feeling a large impact. .

A feeling for the concentracted nature of defense spending is re-
vealed in the charts in my prepared statement. Chart 1 is a typical
picture of defense as a share of the total economy. Over the past
few years, defense has declined from a post-Vietnam peak of about
6.5 percent in 1985 to about 5.5 percent today. The next three
charts, however, are much more helpful in describing the relation-
ship of defense to the economy.

Chart 2 shows defense capital goods shipments as a share of total
capital goods. As you can see, during the mid- and late 1980’s, de-
fense goods became increasingly important for the capital goods
sector.

Charts 3 and 4 show the goods and service parts of the economy
separately. DOD currently buys about 8 percent of the services pro-
duced in our economy and just over 5 percent of the goods. While it
may be somewhat surprising that defense is more important to
services than to the goods sector, one must remember that the sala-
ries of the 3.3 million people directly employed by DOD are count-
ed in services. During the 1980-85 period, total employment in the
United States grew about 9 percent while employment in the de-
fense sector grew about 30 percent. The industrial and geographic
i:oncentration of defense production is explored in more detail
ater.

CUTTING THE DEFENSE BUDGET

The administration is currently in the process of putting its
fiscal year 1991 budget proposal in final form. At this point there
are many decisions that have not been made, but there is also some
useful information that is flowing from this process. My first obser-
vation is that the administration’s decisions are being driven at
leasg as much by budgetary considerations as by national security
needs.

The DOD’s budget-making process, the final spending number is
the result of many individual decisions made over several years
about weapon systems, programs, and personnel. If a weapon needs
to be purchased and Congress agrees to fund it, then the flow of
spending occurs as the weapon is built. This means that any one
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year’s outlay number is the result of many past decisions about the
national security. Looking at the fiscal year 1991 budget, almost 40
percent of the defense outlays that will occur are the result of deci-
sions that have already been made, even though Congress has not
yet seen or approved the fiscal year 1991 budget.

The administration’s approach to the fiscal year 1991 budget has
been to start with outlays rather than to end with them. The only
reason for doing this is to force decisions about programs and
weapon systems to produce a desired spending total. While this ap-
proach is most likely to achieve a spending and deficit target, there
18 no reason to expect it to yield the best national security posture.
Often it also results in an outlay estimate that is inconsistent with
the recommended level of budget authority and outlays that are
higher than planned. 4

A second observation is that the outlay target approach to budg-
eting will force certain types of decisions to be made. With the deci-
sions made in fiscal year 1991 affecting only 60 percent of fiscal
year 1991’s defense spending, Congress and the administration will
be quite constrained in where they make cuts if the desired spend-
ing target is to be achieved. In fact, if you look at that part of the
budget which can be changed by this year’s decisions, that over 70
percent of the dollars are for pay. There is no practical way for
Congress to make significant cuts in fiscal year 1991 defense spend-
ing without reducing the number of DOD’s civilian and military
employees.

The rate at which budget authority translates into spending is
shown in table 1 of my prepared statement. As you can see, about
68 percent of the authority for pay is spent in the same year that it
is provided. About 56 percent of the operations and maintenance
authority and 40 percent of the research authority is spent in the
first year. If you intend to reduce the defense budget and have it be
reflected in lower spending in the same year, these are the areas
where spending must be cut. Stated differently, a dollar cut from
the weapons procurement budget will lower outlays by only 20
cents, while the same dollar cut from the pay budget will lower
outlays by almost 70 cents. Understanding this structure is neces-
sary both to anticipate where the administration’s cuts are likely
to be concentrated, and to understand how those cuts are likely to
impact the industrial structure of the U.S. economy.

A third observation I would make is that the administration is
‘trying to play the old baseline game. The game is simple. First you
create a baseline spending path; then you measure all changes rel-
ative to that baseline. If the baseline is high enough, you can make
substantial cuts from that baseline and still have a generous
budget. When Mr. Weinberger was Secretary of Defense, he regu-
larly presented baseline budgets that contained 5 percent real
growth in real terms.

Congress, however, stopped providing real growth in 1985. The
defense budgets for 1986-90 fell between 1 percent and 4.8 percent
in real terms each year. Over the last few years, Defense Secretar-
ies have steadily been bringing the baseline down closer to what
Congress was providing, but chart 5 shows that Mr. Cheney’s last
official baseline path was still anticipating 2 percent real growth.
Of course, no one—including Pentagon analysts—really expected
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this baseline to materialize. The optimists expected Congress to
provide zero real growth, most people expected about zero nominal
growth, and the pessimists expected nominal spending cuts.

It is this baseline against which the $180 billion cut proposal is
being measured. To provide some perspective, I have calculated the
amount of savings—relative to the same baseline—that would be
rproduced by the zero real and zero nominal paths. To avoid worry-
ing about the best forecast of inflation, I have simply used the as-
sumption contained in the DOD baseline. Current, unpublished
DOD estimates will vary slightly from the data I have used, but
this will not change any conclusions of the analysis.

The calculations are shown in table 2 of my prepared statment.
As you can see, zero real growth would reduce the baseline by
about $124 billion over the 1992-94 period, while zero nominal
growth would reduce it by $192 billion. Viewed in this context, Mr.
Cheney’s $180 billion proposal would only bring the Pentagon’s
plan in line with what most observers had already expected to see.
Considering that these expectations have been formed over the
past few years, as we have watched congressional behavior, and did
not reflect any of the recent events in Central Europe or the Soviet
Union, Secretary Cheney’s proposal seems quite modest. In fact, an
analysis of what spending cuts of this magnitude would mean for
the defense program has already been done by the Congresional
Budget Office (CBO).

Last March, CBO published an analysis of the implications of a
zero real growth defense budget and a budget that declines 2 per-
cent in real terms. The new plan that the administration submits
next year is likely to fall somewhere in this range. Broadly speak-
ing, two conclusions result from ths analysis:

One, Congress and the administration must decide whether the
cuts are to be concentrated in military forces—people—or in invest-
ment spending—weapon systems—or to be divided among each.

Two, in a zero growth scenario, it is possible to concentrate the
cuts in people while keeping the current weapons plans largely in
tact. This would require a cut of about 14 percent or 462,000
people. In a budget that declines 2 percent in real terms, the cuts
are too large for a realistic plan to achieve them with personnel
cuts alone. Major weapon systems will also need to be reduced.

A cut of 462,000 people from the 3,300,000 military and civilian
employees of DOD would be very large, but not unthinkable. A re-
duction of this magnitude would leave us with the smallest number
of people in the military since the Korean war, but with more than
we maintained between the end of World War II and Korea. Presi-
dent Bush has already proposed limits on troops stationed in
Europe which would require the withdrawal and demobilization of
about 30,000 U.S. troops. Under Bush’s proposal, the total might
grow to 40,000 if all support personnel are included, but it would
still leave 275,000 air and ground personnel in Europe.

Even the relatively small personnel cut proposed by President
Bush would result in corresponding weapon and operations expense
cuts. For example, if the 30,000 troop cut were accomplished by
eliminating one mechanized division and 1% air wings, we would
expect first, to save about $2 billion per year in personnel and op-
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erations costs, and second, to eliminate the need for about 110 F-16
aircraft, 520 M-1 tanks, and assorted other pieces of equipment.

In table 83 of my prepared statement, I have identified the
weapon systems most likely to be canceled, postponed, or stretched
out in the coming defense cuts. Obviously, if the cuts are at the
smaller end of the range and more concentrated in personnel, then
fewer of these systems will be affected. However, some weapon cuts
are likely in any event. The decisions about the particular systems
to be reduced will also be influenced by any agreements reached in
the Strategic Arms Limitations Talks (SALT) and the Conventional
Forces in Europe (CFE) negotiations. For example, one item under
discussion is limiting the number of cruise missiles. To accomplish
this, we may also need to limit the number of bombers and subma-
rines used to launch those missiles.

In deciding where to make the defense cuts that will produce a
desired spending total, there are only a few simple rules that the
administration must keep in mind. First, go where the money is.

Chart 6 in my prepared statement shows how the typical defense
budget is distributed among major accounts. When one starts to
think about defense cuts, major weapon systems come quickly to
mind. Chart 6 shows that this is not where DOD spends the bulk of
its money in any given year. Certainly, cutting weapons results in
large savings when cumulated over several years, but the same
thing is even more true of personnel cuts, because this reduces
training and equipment expense as well as pay.

The second rule, if you want to see the results of the cuts quick-
ly, is to go to the accounts that spend out the fastest. These have
already been identified in table 1 of my prepared statement. Clos-
ing unneeded military bases, for example, is a very intelligent
policy. However, because of the costs of impact statements, envi-
ronmental cleanup, adjustment assistance, and relocation of people
and equipment, closing bases will actually add to defense spending
for 2 to 3 years after the decision is made.

Finally, remember that if this approach to defense cuts provides
théa appropriate amount of national security, it will be a happy ac-
cident.

ECONOMIC IMPACTS

The economic effects of a declining defense budget should be ex-
amined from both a macro and a micro perspective. This should be
done remembering that the adjustment process is not something
that lies exclusively in the future. As mentioned earlier, defense
budgets have been declining in real terms for the past 5 years.
Thus, the real issue is not the direction of change, but the speed at
which it is likely to occur.

MACROECONOMICS

Earlier I argued that there is nothing inherently inflationary in
defense spending because other macroeconomic adjustments can
fully offset any inflationary impact. This argument can be broad-
ened to apply to economic measures other than inflation. The keys,
of course, are the other macroeconomic adjustments and the time-
frame examined. In the short term, if cuts in the defense budget
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occur rapidly, there will be dislocations. In the longer term, and if
the cuts are slower, there is no reason that the health of the econo-
my need be negatively affected.

There seems to be some widespread assumption that defense
spending cuts will be used to reduce the Federal budget deficit. If
this happens, then eventually one would expect to see lower levels
of demand, less Federal borrowing, fewer inflationary pressures,
lower interest rates, a stronger currency, and higher levels of in-
vestment. Of course, all of this would not happen overnight, and if
the spending cuts reduced demand at a time when the economy
was already quite weak, we might see a recession before the posi-
tive benefits are achieved. Much would depend on how the mone-
tary authorities responded to the more restrictive fiscal policy pro-
duced by lower defense spending and a smaller budget deficit.
Since the incremental spending cuts are not likely to begin before
the fall of next year, and since they are likely to be phased in over
several years, there is plenty of time to minimize any negative
impact that a more restrictive fiscal policy could produce.

The presumption that lower defense spending will result in a
lower deficit may be totally wrong. The resources that were freed
by the defense spending decline that followed the Vietnam conflict
were used to fund more generous social benefits. There have been
no major new Federal spending programs for many years, and we
hear increasing demands for the Federal Government to provide
funds for AIDS-related research, expanded child care and nutrition
programs, drug enforcement and rehabilitation programs, im-
proved education programs, and rebuilding roads, bridges, and
other public infrastructure. In some cases the money has not been
available; in others it is being held in trust funds so that the size of
the Federal deficit will appear smaller.

If Congress decides to use the money to fund new or expanded
Federal activity, then there may be no reduction in fiscal stimulus
at all, simply a redistribution. This would produce microeconomic
adjustments, but no particular macroeconomic impacts. Economet-
ric studies have shown that there is virtually no difference between
a dollar spent building highways versus a dollar spent building
missiles, as far as the GNP is concerned.

I do think, however, that the greatest macroeconomic disloca-
tions are likely to fall in the area of employment. Monetary policy
is currently aimed at gradually lowering the inflation rate over the
next several years. To achieve this, policies are being set so that
economic growth is consistently below our potential growth rate.
This means that over the next few years, the economy will not gen-
erate enough jobs to provide employment for all of the new work-
ers entering the labor force.

If the Federal Government adds additional people to the civilian
work force by discharging them from the Government payroll, this
will raise the level of unemployment. With the economy generating
100,000 to 200,000 jobs per month, there will be plenty of room for
individual adjustments. Nevertheless, some people will be forced to
accept lower paying jobs and the aggregate level of unemployment
will be higher. To the extent that the workers are being brought
home from abroad, however, it will not result in lower income
levels in the United States.
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MICROECONOMICS

The most significant adjustments in the U.S. economy from
lower defense spending will occur at the industry level. Between
1977 and 1985, the number of industries that depended directly or
indirectly on the military for more than 10 percent of their total
sales more than doubled from 21 to 45 industries. A number of in-
dustries that are not normally closely identified with the military,
such as optical instruments and industrial trucks, greatly increased
their dependence on the defense market.

Table 4 in my prepared statement shows the share of output
going to defense for selected industries. It also shows the growth in
defense output over the 1980-87 period. In the case of shipbuilding,
it shows that there is no longer a commercial industry in this coun-
try; in the case of optical instruments, it shows that defense output
more than doubled over this period.

As we cut back on defense spending, it will have a significant
impact on the industries listed in table 4. This raises important
questions about the adequacy of the U.S. industrial base to provide
the defense production capabilities that we need. For example, de-
fense output by the machine tool industry grew 52 percent over the
1980-87 period, yet shipments by that industry fell 48 percent. De-
fense output of electron tubes grew 53 percent while shipments fell
21 percent; defense output of steam turbines grew 52 percent while
shipments fell 72 percent.

There are other industries, too, where the industry has contract-
ed while defense demands were growing. The pressures on these in-
dustries will intensify as defense demands fall. While I believe that
the dynamic adjustment process is an essential part of the strength
of our economic system and must be allowed to work, there may
also be legitimate national security reasons to explicitly subsidize
c<lergain industries that are an essential part of our defense industri-
al base.

With the concentration of defense output among the industries
identified above, one might also expect that defense output would
be concentrated geographically. This is true in the sense that
States like California, New York, Texas, and Virginia are the larg-
est producers of defense goods and services. However, these States
also tend to be the largest producers of total goods and services.

Table 5 in my prepared statement shows that the defense share
of total State output varies between a high of 10.8 percent—Virgin-
ia—and a low of 3.5 percent—Iowa. The largest defense producer,
California, also has the largest economy so the defense share is just
under 9 percent. The table also shows that some States which do
not spring to mind when we think about the concentration of de-
fense production such as Alaska, Hawaii, Maryland, and Washing-
ton are likely to be among those most affected because defense is a
reasonably large share of the State economy.

The geographic distribution of the impact of defense cuts will
depend on the specific cuts chosen. Cuts in personnel will have
their largest impacts in Alaska, California, Hawaii, Maryland, and
Virginia. Cuts in ordnance will affect Washington and California
the most. Cuts in aircraft will have the largest impact on the econ-
omy of Connecticut. Mississippi will be most influenced by a reduc-
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tion in transportation equipment. Without knowing the specific
weapon systems Congress and the administration will choose to
cut, it is not possible to say which parts of the country will be most
influenced, but this analysis shows that the impacts will not be
spread equally.

Let me summarize by reiterating three basic points.

First, defense policy decisions should be based first and foremost
on national security considerations. They should not be driven by
the stage of the business cycle, by the Gramm-Rudman deficit tar-
gets, or by pork barrel politics.

Second, our economy is large enough and flexible enough to
adjust to any level of defense spending that we deem necessary.
There will be temporary dislocations, particularly if changes are
made rapidly, but the key word is temporary.

Finally, the ultimate impact of winding down the cold war will
be very positive for the economy. As long as we can devote fewer
resources to providing an adequate level of national defense, be-
cause the threat to our security has declined, we will be able to use
those resources to raise our national standard of living.

Thank you.

[The prepared statement of Mr. Lee follows:]
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PREPARED STATEMENT OF L. DOUGLAS LEE

It is a pleasure to be here today to assist the committee in exploring the economic adjustments that
are sure to follow the winding down of the Cold War. Specifically, I will focus on the reductions in the
defense budget that are likely to play a major role in next year’s budget debate and the broader policy
discussions of the next several years. I will divide my comments into three sections. First, some general
remarks on thé nature of defense spending and its relationship to the economy. Second, a discussion of
the magnitude, timing and structure of defense spending cuts that are reasonable. Finally, some observa-
tions on how these changes will interact with the greater economy.

Nature of defense spending

A good way to begin this discussion is to remove some often repeated errors of fact and logic that
frequently cloud these discussions. Defense spending is sometimes alleged to be inherently nonproductive
and inflationary because there is no flow of useful goods or services that result from it. From an economic
perspective, the inflationary potential of defense spending has nothing to do with its usefulness.

In a private market transaction, the production and consumption of goods and services is a
two-sided transaction. Consumers give up income equal to the amount that producers receive in order to
generate the exchange of goods. The production of income is matched by the production of goods. A
government transaction, however, is one-sided. The government pays for goods, but it then removes them
from the private economy. Since the goods have been absorbed by the government but the income has
not, there must be some other mechanism to soak up the added income--such as taxes. Otherwise, this
added income will simply generate inflation. It does not matter whether the goods purchased by the
government are defense or nondefense, useful or useless, the inflationary impact depends on whether
aggregate purchasing power is being expanded more than the aggregate production of goods.

The second fallacy in this logic is that defense spending does not produce a stream of benefits. In
fact, it provides something we call national security. An "adequate® amount of national security is difficult
to define and more difficult to value, but that does not mean that it is worthless. Everyone will agree that
without an adequate amount of national security, we would not be able to enjoy the other benefits of our
economic system. It is this aspect that makes the changing Cold War environment so exciting.

In the early 1980s, we believed that we had allowed our defense capabilities to run down during
the decade following the Vietnam conflict and that rebuilding was required. Basically, this meant that we
had not been providing an adequate amount of national security. To correct this imbalance, resources had
to be shifted from the civilian to the defense sector. However, if you believe that a stream of benefits flows
from providing an adequate amount of security, then you would conclude that this was a redistribution
exercise with little net impact on the nation’s overall standard of living.

The situation today is different from the early 1980s. Today we believe that the nature of the Soviet
threat has changed. The Soviets are less aggressive, less economically capable, and, due to opening the
borders in Central Europe, less able to mount a surprise attack on Europe with short notice. Because the
pature of the threat has declined, fewer resources are now required to provide an adequate amount of
national security. This means that, rather than simply redistributing resources as we did in the early 1980s,
resources will be freed for other purposes. Whatever these other purposes are, because the benefits
provided by an adequate security will continue, it should mean a substantial net addition to our standard
of living as a nation.

Saying that there is nothing inherently nonproductive or inflationary about defense spending as
long as we are willing to pay for it with lower levels of consumption, is not, however, the end of the story.
For most defense goods there is only one market—the military. This is not true for most other goods that
the government buys. A $10billion cut in defense spending will have a very important impact on industries
such as small arms, ammunition, explosives, and nonferrous forgings where 15-25% of the industry output
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is purchased by the military. An equivalent $10billion cut in transfer or interest payments would be spread
across all of the goods and services produced in the economy with no single industry feeling a large impact.

A feeling for the concentrated nature of defense spending is revealed in the charts below. Chart
1 is a typical picture of defense as a share of the total economy. Over the past few years, defense has
declined from a post Vietnam peak of about 6.5% in 1985 to about 5.5% today. The next three charts,
however, are much more useful in describing the relationship of defense to the economy. Chart 2 shows
defense capital goods shipments as a share of total capital goods. As you can see, during the mid and late
1980s, defense goods became increasingly important for the capital goods sector. Charts 3'and 4 show the
goods and service parts of the economy separately. DoD currently buys about 8% of the services produced
in our economy and just over 5% of the goods. While it may be somewhat surprising that defense is more
important to services than to the goods sector, one must remember that the salaries of the 3.3 million
people directly employed by DoD are counted in services. During the 1980-85 period, total employment
in the US grew about 9% while employment in the defense sector grew over 30%. The industrial and
geographic concentration of defense productionis explored in more detail later. .. ...

Cnert 1 Chert 2

Defense Purchases as a Percent of GNP Capital Goods Shipments
iAW

l -\*\v/\\
N —_
4

- - -» - r ~n - -

Chert 3 -
QNP Qoods GNP Services

N




35

Quuting the Defense Budget

Thbe administration is currently in the process of putting its FY91 budget proposal in final form.
At this point there are many decisions that have not been made, but there is also some useful information
that is flowing from this process. My first observation is that the administration’s decisions are being driven
at least as much by budgetary considerations as by national security needs. In the DoD’s budget making
process, the final spending number is the result of many individual decisions made over several years about
weapon systems, programs and personnel. If a weapon needs to be purchased and Congress agrees to fund
it, then the flow of spending occurs as the weapon is built. This means that any one year’s outlay number
is the result of many past decisions about national security. Looking at the FY91 budget, almost 40% of
the defense outlays that will occur are the result of decisions that have already been made despite the fact
that Congress has not yet seen or approved the FY91 budget.

The administration’s approach to the FY91 budget has been to start with outlays rather than to
end with them. The only reason for doing this is to force decisions-about-programs-and weapon systems
to produce a desired spending total. While this approach is most likely to achieve a spending and deficit
target, there is no reason to expect it to yield the best national security posture. Often it also results in an
outlay estimate that is inconsistent with the recommended level of budget authority resulting in- higher
than planned outlays.

A second observation is that the outlay target approach to budgeting will force certain types of
decisions to be made. With the decisions made in FY91 affecting only 60% of FY91's defense spending,
Congress and the administration will be quite constrained in where they make cuts if the desired spending
target is to be achieved. In fact, an examination of that part of the budget which can be changed by this
year’s decisions shows that over 70% of the dollars are for pay. There is no practical way for Congress to
makesignificant cuts in FY91 defense spending without reducing the number of DoD’s civilian and military

employees.

Therate at which budget authority provided by Congress translates into spending is shown in Table
1. Asyou can see, about 68% of the authority for pay is spent in the same year that it is provided. About
56% of the operations and maintenance authority and 40% of the research authority is spent in the first
year. If you intend to reduce the defense budget and have it be reflected in lower spending in the same
year, these are the areas where spending must be cut. Stated differently, a dollar cut from the weapons
procurement budget will lower outlays by only 20 cents, while the same dollar cut from the personnel budget
will lower outlays by almost 70 cents. Understanding this structure is necessary both to anticipate where
the administration’s cuts are likely to be concentrated, and to understand how those cuts are likely to impact
the industrial structure of the US economy.

Table 1
Rate At Which Budget Authority
Translates Into Spending
' 1st Year 2nd Year
Military Persoanel 68% 32%
Operations & Maintenance 56% 37%
Procurement 21% 32%
Research & Development 40% 42%

Source: Washington Analysis Corporation based on Department of Defense data
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A third observation is that the administra-
tion is trying to play the old baseline game. The game
is simple. First you create a baseline spending path;
then you measure all changes relative to that
baseline. If the baseline is high enough, you can
make substantial cuts from that baseline and still
have a generous budget. When Mr. Weinberger was
Secretary of Defense, he regularly presented
baseline budgets that contained 5% real growth.
Congress, however, stopped providing real growth in
-1985. The defense budgets for 1986-90 fell between LR NN I A A
1% and 4.8% in real terms each year, Over the last Floca) yoers
few years, defense secretaries have steadily been bringing the baseline down closer to a path Congress has
been willing to fund, but Chart 5 shows that Mr. Cheney’s last official baseline path was still anticipating
2% real growth. Of course no one-(including Pentagon analysts) really expected this baseline to material-
ize. The optimists expected Congress to provide zero real growth, most observers expected about zero
nominal growth and the pessimists expected nominal spending cuts.

Secretary Cheney’s much publicized suggestion that $180 billion be eliminated from the defense
budget over the 1992-94 period is measured relative to DoD’s last official baseline projection. To provide
some perspective, I have calculated the amount of savings (relative to the same baseline) that would be
produced by the zero real and zero nominal paths. To avoid worrying about the best forecast of inflation,
I'have simply used the assumption contained in DoD’s baseline. Current, unpublished DoD estimates will
vary slightly from the data I have used, but this will ot change any conclusions of the analysis. The
calculations are shown in Table 2. As you can see, zero real growth would reduce the baseline by about
$124 billion over the 1992-94 period while zero nominal growth would reduce it by $192 billion. Viewed
inthis context, Mr. Cheney’s proposal would only bring the Pentagon’s plan in line with what most observers
had already expected to see. Considering that these expectations have been formed over the past few years,
as we have watched Congressional behavior, and did not reflect any of the recent events in central Europe
or the Soviet Union, Secretary Cheney’s proposal seems quite modest. In fact, an analysis of what spending
cuts of this magnitude would mean for the defense program has already been done by the Congressional
Budget Office (CBO).

Table 2

Alternative Paths for Defense Budgets
Budget Authority, Billions of Dollars

1992-94
Cummulative
FY9% FY91 FY92 FY93 FY94 Total

DoD Baseline 287 321 336 351 366
Zero Real Growth 287 295 303 310 316
Zero Real Growth

“Savings" 33 41 50 124
Zero Nominal Growth 287 287 287 287
Zero Nominal Growth

*Savings" 49 64 79 192
2% Real Decline 287 290 291 292 292
2% Real Decline

“Savings” 45 59 3 174

Source: Washington Analysis Corporation
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Last March, CBO published an analysis of the implications of a zero real growth defense budget
and a budget that declines 2% in real terms. The new plan that the administration submits next year is
likely to fall somewhere in this range. Broadly speaking, two conclusions result from this analysis:

1) Congress and the administration must decide whether the cuts are tobe concentratedin military
forces (people) or in investment spending (weapon systems) or to be divided among each.

2) In a zero growth scenario, it is possible to concentrate the cuts in people while keeping the
current weapons plans largely intact. This would require a cut of about 14% or 462,000 people. In a budget
that declines 2% in real terms, the cuts are too large for a realistic plan to achieve them with personnel
cuts alone. Major weapon systems will also need to be reduced and postponed.

A cut of 462,000 people from the 3,300,00 military and civilian employees of DoD would be very
large, but not unthinkable. A reduction of this magnitude would leave us with the smallest number of
people in the military since the Korean War, but with more than we maintained between the end of WWII
and Korea. President Bush has already proposed limits on troops stationed in Europe which would require
the withdrawal and demobilization of about 30,000 US troops. Under Bush'’s proposal the total might grow
t]f:,u:g'm if all support personnel are included, but it would still lezs 275,000 air and ground personnel in

pe.

Even the relatively small personnel cut proposed by President Bush would result in corresponding
weapon and operations expense cuts. For example, if the 30,000 troop cut were accomplished by
eliminating one mechanized division and one and one-third air wings, we would expect first, to save about
$2 billion per year in personnel and operations costs and second, to eliminate the need for about 110 F-16
aircraft, 520 M1 tanks, and assorted helicopters, trucks, radios, and armored personnel carriers.

In Table 3 (see following page), I have identified the weapon systems most likely to be cancelled,
postponed, or stretched out in the coming defense cuts. Obviously, if the cuts are at the smaller end of the
range and more concentrated in personnel, then fewer of these systems will be affected. However, some
weapon cuts are likely in any event. The decisions about the particular systems to be reduced will also be
influenced by any agreements reached in the Strategic Arms Limitation Talks (SALT) and the Conven-
tional Forces in Europe (CFE) negotiations. For example, one item under discussion is limiting the number
of cruise missiles. To accomplish this, we may also need to limit the number of bombers and submarines
used to launch those missiles, resulting in a disproportionate cutback in these particular systems.

In deciding where to make the defense cuts that will produce a desired spending total, there are
only a few simple rules to remember. First, go where the money is. Chart 6 shows how the typical defense
budget is distributed among major accounts. When we start to think about defense cuts, major weapon .
systems come quickly to mind. Chart 6 shows that this is not where DoD spends the bulk of its money in
any given year. Certainly, cutting weapons results in large savings when cumulated over several years, but
the same thing is even more true of personnel cuts, because this reduces training and equipment expense
as well as pay. The second rule, if you want to see the results of the cuts quickly, is to go to the accounts
that spend out the fastest. These have already been Cart 8
identified in Table 1. Closing unneeded military Distribution of Detents Budget
bases, for example, is a very intelligent policy. How-
ever, because of the costs of impact statements,
environmental cleanup, adjustment assistance, and
relocation of people and equipment, closing bases
will actually add to defense spending for two to three
years after the decision is made. Finally, remember
that if this approach to defense cuts provides the
appropriate amount of national security, it will be a
happy accident.
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Table3
Impact of Budget Cuts
On Major Weapons Programs
Program Impact

Army

M1 Tank (General Dynamics) LR

Bradley Fighting Vehicle (FMC) LR

AAWSM rR

LHX r,C
Air Force

F-15 (McDonnell Douglas) c¢C

F-16 (General Dynamics) R

C-17 (McDoannell Douglas) nC

B-2 (Northrop) nC

ATF/ATA R
Navy

V-22 Osprey (Boeing, Bell Textron) «C

SSBN (General Dynamics) R

SSN-21 (General Dynamics, Newport News) R

DDG-51 (Litton Ingalls, Bath) R

AOE (National Steel) R

LHD (Litton Ingalls) ' R

F-14 (Grumman) ¢C

F/A-18 (McDonnell Douglas, Northrop) R

E-2C (Grumman) r,R

ATF/ATA LR

Code: ¢ = high probability of cancellation in zero growth budget
C = high probability of cancellation in declining budget
r = high probability of reductions and/or postponcments in zero growth budget
R = high probability of reductions and/or postponements in declining budget

Source: Washington Analysis Corporation
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Economic Impacts
The economic impacts of a declining defense budget should be examined from both a macro and

a micro perspective. This should be done remembering that the adjustment process is not something that

lies exclusively in the future. As mentioned earlier, defense budgets have been declining in real terms for

the past five years. Thus, the real issue is not the direction of change, but the speed at which it is likely to

occur.

Macroeconomics

Earlier I argued that there is nothing inherently inflationary in defense spending because other
macroeconomic adjustments can fully offset any inflationary impact. This argument can be broadened to
apply to economic measures other than inflation. The keys, of course, are the other macroeconomic
adjustments and the time frame examined. In the short term, if cuts in the defense budget occur rapidly,
there will be dislocations. In the longer term, and if the cuts are slower, there is no reason that the health
of the economy need be negatively affected.

There seems to be a widespread assumption that defense spending cuts will be used to reduce the
federal budget deficit. If this happens, then eventually one would expect to see lower levels of demand,
less federal borrowing, fewer inflationary pressures, lower interest rates, a stronger currency, and higher
levels of investment. Of course, all of this would not happen overnight, and, if the spending cuts reduced
demand at a time when the economy was already quite weak, they could result in a recession before the
positive benefits are achieved. Much would depend on how the monetary authorities responded to the
more restrictive fiscal policy produced by lower defense spending and a smaller budget deficit. Since the
incremental spending cuts are not likely to begin before the fall of next year, and since they are likely to
be phased in over several years, there is plenty of time to minimize any negative impact that a more
restrictive fiscal policy could produce.

The presumption that lower defense spending will result in a lower deficit may be totally wrong.
The resources that were freed by the defense spending decline that followed the Vietnam conflict were
used to fund more generous social benefits. There bave been no major new federal spending programs
for many years, and we hear increasing demands for the federal government to provide funds for
AIDS-related research, expanded child care and nutrition programs, drug enforcement and rehabilitation
programs, improved education programs, and rebuilding roads, bridges and other public infrastructure. In
some cases the money has not been available, in others it is being held in trust funds so that the size of the
federal deficit will appear smaller. If Congress decides to use the money to fund new or expanded federal
activity, then there may be no reduction in fiscal stimulus at all, simply a redistribution. This would produce
microeconomic adjustments, but no particular macroeconomic impacts. Econometric studies bave shown
that there is virtually no difference between a dollar spent building highways versus a dollar spent building
missiles, as far as the GNP is concerned.

The greatest macroeconomic dislocations are likely to fall in the area of employment. Monetary
policy is currently aimed at gradually lowering the inflation rate over the next several years. To achieve
this, policies are likely to be set so that economic growth is consistently below our potential growth rate.
This means that over the next few years, the economy will not generate enough jobs to provide employment
for all of the new workers entering the labor force. If the federal government adds additional people to
the civilian workforce by discharging them from the government payroll, this will raise the level of
unemployment. With the economy generating 100,000 to 200,000 jobs per month, there will be plenty of
room for individual adjustments. Nevertheless, some people will be forced to accept lower paying jobs and
the aggregate level of unemployment will be higher. To the extent that the workers are being brought
home from abroad, however, it will not result in lower income levels in the US.
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Microeconomics

The most significant adjustments in the US economy from lower defense spending will occur at
the industry level. Between 1977 and 1985, the number of industries that depended directly or indirectly
on the military for more than 10% of their total sales more than doubled from 21 to 45 industries. A number
of industries that are not normally closely identified with the military—such as optical instruments and
industrial trucks—greatly increased their dependence on the defense market. Table 4 shows the shareof
output going to defense for selected industries. It also shows the growth in defense output over the 1980-87
period. In the case of shipbuilding, it shows that there is no longer a commercial industry in this country;
in the case of optical instruments, it shows that defense output more than doubled over this period.

Table 4
Defense Output for Selected Industries
Defense Output - Defense
Growth Share
Title 1980-87 ) of Output
(percent
Shipbuilding 2713 9.9
Ordnance 579 94.0
Large ammunition 80.6 87.7
Tanks 782 720
Missiles 95.4 718
Aircraft engines 643 659
Explosives 7.0 65.0
Aircraft 749 527
Steam turbines 516 514
Small arms 855 470
Small ammunition 4838 43.0
Communications equipment 65.6 415
Aircraft equipment 60.6 355
Machine tools 51.7 328
Noaferrous forgings 64.6 270
Truck trailers 918 269
Transmission equipment 74.6 26.0
Electronic components 86.4 25.0
Engineering equipment 472 238
Electron tubes 533 230
Industrial trucks 494 230
Aluminum 485 204
Zinc © 376 19.1
Optical instruments 1180 153

Source: Washington Analysis Corporation, based on unpublished data from the U.S. Department of
Commerce

Aswe cut back on defense spending, it will have a significant impact on the industries listed in table
4. This raises important questions about the adequacy of the US industrial base to provide the defense
production capabilities that we need. For example, defense output by the machine tool industry grew 52%
over the 1980-87 period, yet shipments by that industry fell 48%. Defense output of electron tubes grew
53% while shipments fell 21%; defense output of steam turbines grew 52% while shipments fell 71%.
There are other industries, too, where the industry has contracted while defense demands were growing.
The pressures on these industries will intensify as defense demands fall. While I believe that the dynamic
adjustment process is an essential part of the strength of our economic system and must be allowed to
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work, there may also be legitimate national security reasons to explicitly subsidize certain industries that
are an essential part of our defense industrial base.

With the concentration of defense output among the industries identified above, one might also
expect that defense output would be concentrated geographically. This is true in the sense that states like
California, New York, Texas, and Virginia are the largest producers of defense goods and services.
However, these states also tend to be the largest producers of total goods and services. Table 5 shows that
the defense share of total state output varies between a high of 10.8% (Virginia) and a low of 3.4% (lowa).
The largest defense producer, California, also has the largest economy so the defense share is just under
9%. The table also shows that some states which do not spring to mind when we think about the
concentration of defense production such as Alaska, Hawaii, Maryland, and Washington are likely to be
among those most affected because defense is a reasonably large share of the state economy.

The geographic distribution of the impact of defense cuts will depend on the specific cuts chosen.
Cuts in personnel will have their largest impacts in-Alaska; California; Hawaii, Maryland, and Virginia.
Cuts in ordnance will affect Washington and California the most. Cuts in aircraft will have the largest
impact on the economy of Connecticut. Mississippi will be most influenced by a reduction in transportation
equipment. Without knowing the specific weapon systems Congress and the administration will choose to
cut, it is not possible to say which parts of the country will be most influenced, but this analysis shows that
the impacts will not be spread equally.

Summary and conclusions

Let me summarize by reiterating a few basic principles:

First, defense policy decisions should be based first and foremost on national security considera-
tions. They should not be driven by the stage of the business cycle, by the Gramm-Rudman deficit targets,
or by pork barrel politics.

Second, our economy is large enough and flexible enough to adjust to any level of defense spending
that we deem necessary. There will be temporary dislocations, particularly if changes are made rapidly,
but the key word is temporary.

Finally, the ultimate impact of winding down the Cold War will be very positive for the economy.
As long as we can devote fewer resources to providing an adequate levei of national defense, because the
threat to our security has declined, we will be able to use those resources to raise our national standard of
living.
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Table §
Output by State, 1989
Defense Nondefense Defense
Share

(Billions of Dollars) (%)

Alabama 16 1154 62

Alaska 17 156 98
Arizona A 1094 6.4
Arkansas 3s 744 45
California 90.1 9220 89
Colorado 16 127.0 56
Connecticut 126 1324 8.7
Delaware 14 322 42
Dist. of Columbia i3 482 64
Florida ’ 29 3749 58
Georgia 131 215 56
Hawail 36 341 9.5
Idaho 11 299 36
Ilinois 16.6 3993 40
Indiana 1.1 188.6 56
Towa 34 919 34
Kansas 62 1811 71
Kentucky 49 1016 46
Louisiana 72 1266 54
Maine 2.7 356 10
142 149.0 87

Massachusetts 177 2715 72
Michigan 132 3272 39
Minnesota 76 156.4 46
Mississippi 5.7 636 82
Missouri 134 1733 71
Montana 08 212 36
Nebraska 23 535 41
Nevada 14 336 40
New Hampshire 26 394 6.2
New Jersey 155 288.7 51
New Mexico 28 39.1 6.7
New York 40.7 6176 6.2
North Carolina 111 2420 44
North Dakota 08 177 43
Ohio 19.7 k7cX) 50
Oklahoma 54 913 56
Oregon 30 834 35
Peansylvania 202 3917 49
Rhode Island 21 132 59
South Carolina 70 109.7 6.0
South Dakota 08 214 36
Teanessee 6.9 1579 42
Texas 348 5778 56
Utah 35 512 6.4
Vermont 10 174 54
Virginia 250 2059 103
Washington 141 1316 . 9.7
West Virginia 16 425 36
Wisconsin 6.7 1733 37
Wyoming 0.7 162 41

Source: Washington Analysis Corporation based on data provided by Department of Defense
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Representative HamiLtoN. Thank you very much, Mr. Lee.
Mr. Gansler, please proceed.

STATEMENT OF JACQUES S. GANSLER, SENIOR VICE PRESIDENT,
THE ANALYTIC SCIENCES CORP. [TASC]

Mr. GANSLER. Thank you, Mr. Chairman.

There is little question that the Department of Defense’s impact
on the U.S. economy considerably exceeds its 6 percent of the gross
national product. The fact that approximately one out of every
three scientists and engineers is supported by the defense budget,
one in five of the Nation’s manufacturing workers, and a similarly
large share of the Nation’s domestic capital investment in plant
and equipment are defense related, clearly indicate the significant
impact of defense on the U.S. economy. Historically, however,
public policy has tended to address America’s national security
issues and its economic issues as either largely independent consid-
erations or as conflicting areas; that is, “money spent on defense
hurts the economy”’—with the advocates of this position citing such
statistics as how many hospitals could be built for the cost of a B-2
bomber. Only in recent years have some people begun to explicitly
address the reality that America’s overall security is a combination
of its military and economic strength, and—even more importantly,
that these two issues in today’s world are strongly interrelated.
Specifically, America’s military posture and its economic competi-
tiveness are both highly dependent upon the Nation’s technological
leadership. What is needed—and missing today—is a national tech-
nology strategy; developed and implemented through a partnership
of private and public leadership. This must be an integrated strate-
gy, considering both military needs, particularly in the changing
international environment, today, as well as our industrial needs;
where the latter must satisfy both our international economic com-
petitiveness as well as our domestic work force needs.

Consider, first, the military arena. Here, it is essential that the
United States take full advantage of the period of reduced tensions,
yet recognize that history has shown that the Nation must main-
tain its preparedness. This is especially true in today’s world of
intercontinental missiles and nuclear weapons, and also well-armed
conventional capability in many industrialized, and even less devel-
oped, countries.

Thus, the United States has to change its military strategy and
its weapons procurements to meet the challenges of the 1990’s. Un-
doubtedly, this means a shift—within defense expenditure at any
level—toward greater reliance on advanced intelligence systems—
to provide the needed “warning” associated with a reduced state of
readiness—and also a far greater emphasis on research and devel-
opment—in order to position the Nation for potential future needs.
It also allows you to eliminate any ‘“technological surprises” by po-
tential adversaries. It also undoubtedly means significant restruc-
turing of the forces, in order to be able to handle the U.S. role in
“likely” Third World conflicts, as well as to continue to deter the
use of any nuclear weapons anywhere in the world.

One of the most critical issues for the Department of Defense is
that of being able to develop lower cost, higher quality weapon sys-
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tems so that, with its more limited resources, it can still afford to
have a significant quantity of weapons to represent as viable deter-
rent and war-fighting posture.

Interestingly, it is this need for the DOD to have lower cost,
higher quality weapon systems, combined with the fact that, today,
the technology needs for defense greatly overlap those of the civil-
ian world—in such areas as advanced electronics, supercomputers
and associated software, new structural materials, and advanced
manufacturing equipment—that leads to shifts toward civil/mili-
tary integration. It is the combination of the overlap in the tech-
nology, plus the fact that DOD needs low cost, high tech systems
that offer enormous potential for simultaneous benefits to the
Nation if investments for defense can be effectively utilized by the
civilian economy.

Historically, the Department of Defense has always been so “dif-
ferent”’—in its way of doing business—from the civilian economy
that the two industrial sectors have been totally separated—except
on the accounting books of some corporations. However, the basis
for these differences—such as unique military specifications and
standards, specialized cost accounting requirements, excessive au-
diting, unique procurement regulations, et cetera—are no longer ef-
fective or affordable, and they all must be removed.

The Government must shift DOD business toward far more inte-
gration of defense and civilian operations—at the factory floor and
engineering design levels. Were defense business to be shifted in
this direction—a difficult step, requiring strong legislative and ex-
ecutive branch leadership—then the DOD could benefit from the
cost and quality emphasis of the commercial world, as well as the
“overhead absorption” associated with the large, integrated oper-
ations, while America’s commercial industry can benefit from the
DOD’s large investments in R&D—about $38 billion a year—capital
equipment, and labor and management skills.

At the same time as defense procurements need to dramatically
improve—in terms of reduced costs, higher quality, and faster de-
velopments—the United States needs to take active steps to im-
prove its international, commercial competitiveness in these identi-
cal areas. Numerous studies have shown that the three major fac-
tors of industrial productivity growth are process innovation—man-
ufacturing tools and techniques—product innovation—R&D on
both old and new products—and management innovation—through
the development and application of new management techniques.

While the DOD and U.S. industry, in general, have been ex-
tremely strong in the development of new products; however, they
have been far weaker in the manufacturing area and in the rapid
application of new management techniques—such as “concurrent
engineering” and ‘total quality management.” Because of the
DOD’s significant role in the overall U.S. economy, if it shifts its
practices toward placing far greater emphasis on manufacturing
technology and on improved management processes, then the
DOD’s effect can significantly speed up the essential change in the
U.S. industrial practices across the board. In the last few years, it
has initiated some steps in this direction.

Additionally, because today there is so much overlap between the
technologies used on the civilian side and those used on the mili-



45

tary side—referred to as “dual use” technologies—if the DOD does
shift to the use of commercial standards and specifications, as well
as the use of commercial components—steps which have been
strongly recommended by numerous advisory groups—such as the
Packard Commission and the Defense Science Board—then DOD
investments made for reasons of national security can have a very
positive effect on U.S. competitiveness as well. For example, recent
DOD R&D investments in Sematech, superconductivity, advanced
electronic devices, advanced display devices, and advanced manu-
facturing technology equipment, all fit into this category of “dual
use” stimulation of advanced technology—first for national securi-
ty, but clearly also applicable to civilian competitiveness.

Shifting now to macroeconomic considerations, because defense
expenditures “play out” over a significant number of years—only
14 cents of every DOD procurement dollar is spent in the first year
and only 38 cents of that dollar is expended in the second year. Be-
cause defense procurements are focused on a very small and highly
skilled sector of the U.S. labor market—Iless than 3 percent of the
workers are aerospace engineers, computer programmers, or skilled
blue-collar workers, such as tool and dye makers and machinists—
the large-scale effects of anticipated defense cutbacks will not be
particularly dramatic. However, even if defense cutbacks are done
properly—that is, to match a strategy of increased investment in
intelligence, R&D, and the Third World area—there are bound to
be some local employment problems due to the termination of some
lower priority programs.

If planned out well enough in advance, efforts can be made—by
both the Government and industry—to shift the labor force into
these new product areas. However, if historical precedent contin-
ues; that is, if Congress attempts to keep all programs and simply
stretch each of them out, then billions of dollars will be wasted and
the individual cost of the equipment itself will skyrocket. The
needed “structural adjustments” will simply not take place under
these conditions, and both the Nation’s military security and its
economic security will be significantly retarded.

In summary, it is up to the Government to take a leadership role
in achieving the needed transformations—on both the military and
economic sides—over the coming months. Three critical changes
are required:

One, a new national security strategy, based upon reduced dol-
lars, with a focus on intelligence, R&D, and Third World conflicts—
while still maintaining the required nuclear deterrent posture
worldwide.

Two, a shifting of DOD procurement practices, R&D investments,
capital investments, specifications and standards, et cetera, all in
the direction of greater use of commercial practices, standards and
equipment; thus facilitating the integration of civil and military
technologies and factories; in fact, achieving an “integrated” indus-
trial base that is needed in terms of the defense in terms of crisis
responsiveness.

Three, a clear recognition by the Nation’s government leaders
that our long-term security depends on an integrated approach to
both security and economics; which requires the development of
strategies, organizations, policies, infrastructures, et cetera, that
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focus on this recognition and with proactive, private and public
partnership efforts aimed at this dual, integrated objective. Those
do not exist today.

Congress, the executive branch, and U.S. industry are clearly
going to be challenged in the coming months. The decisions made
will either set us back significantly, or move us rapidly forward—
on a new and positive path. I have full confidence that the Nation
will respond appropriately.

Thank you.

THE PEACE DIVIDEND

Representative HamiLton. Thank you very much, gentlemen.

Let’s begin with just getting the reaction, a short answer to the
question, which some of you, I guess all of you, have addressed in
your statements. And that is, is there going to be a peace dividend
and how much will it be?

Mr. Apams. If you cut defense, you have to make a decision
about what you will do with the alternate uses of the funds. We
had one attribute, as was suggested in other testimony, it was
transferred—if that is the word—principally into transfer payment
programs. As it happens, there was a plan to have that major in-
frastructure program that the Council of Economic Advisers had
drawn up that was not in fact acted upon.

My sense is that if the cuts are on the order of what Secretary
Cheney is talking about, at least in the first 3 or 4 years that we
are talking about here, that dividend is not likely to be large. We
may be $3 billion to $5 billion to $7 billion below current outlay
forecasts at current projected budget levels. For the Defense De-
partment, $6 billion or $7 billion is not an enormous dividend. My
suspicion is that the executive branch is likely to turn that into a
deficit reduction package to try to meet the Gramm-Rudman-Hol-
lings target.

Representative HaMILTON. When would we get a $3 billion, $5
billion, or $7 billion peace dividend?

Mr. Apams. You would be talking about spending alternatives in
the fiscal 1991 budget.

Representative HAMILTON. Next year?

Mr. Apams. Yes, the budget that would be next year.

Representative HamiLtoN. How about the rest of you, how do
you react to Mr. Adams’ judgment on the peace dividend and how
soon it will kick in?

Mr. Lek. I agree. It will likely be small because of a lot of the
cutbacks were already occurring. I think Congress will make some
cuts in the fiscal year 1991 budget. I would guess that they might
be a little bit larger, may be as much as $10 billion in nominal
terms.

Representative HaMiLTON. For 19917

Mr. Lee. For fiscal 1991, that’s right, below what was being
planned earlier. And, of course, that cumulates over time if you
continue to maintain it over a several year period, but we are not
talking big numbers in terms of the macroeconomy.

Representative HaMiLTON. You were talking about these figures,
peace dividend, of this amount. You use the words, “as planned.”
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That makes all the difference of course what your baseline is
where you start from.

Mr. LEe. That’s right.

Mr. Apams. That’s right.

Representative HAMILTON. Where are you fellows starting from?

Mr. Apams. When I talked about $6 to $7 billion worth of divi-
dend, what I say is what we hear being discussed as the President’s
likely submission for the fiscal year 1991 defense budget. Outlays
would be roughly $6 to $7 billion below the previous projection of
the 1991 defense budget.

Representative HaMiLTON. In actual dollar outlays, what would
be the impact of that?

Mr. Apams. The $6 or $7 billion, that would be the outlay differ-
ence.

Representative HAMILTON. What would be the difference be-
twee‘;l, say, the level of defense spending and the preceding fiscal
year?

‘ lIlVIr. ApaMs. I'm sorry, would you repeat the question. I didn’t
ollow.

Representative HamiLroN. What would be the impact with re-
spect to the actual outlays of the preceding fiscal year. You are
still talking about a peace dividend, as I understand it based on
projected spending.

Mr. Apams. That’s right, as projected by the Defense Depart-
ment.

Representative HaAMILTON. Which includes an increase, doesn’t it,
the projection?

Mr. Apams. The 1991 figure did include an increase, that is cor-
rect.

Representative HAMILTON. It seems to me the figure that I at
least understand better is what the impact is as compared to actual
outlays of the preceding year.

Mr. Apams. With respect to comparing outlays to the previous
year, the Cheney outlay figure, the one agreed on figure we heard
reported, would be $5 or $6 billion nominal increase over the pre-
ceding year.

Representative HAMILTON. So the peace dividend would end up
being an increase, is that it?

Mr. Apams. The expectation from one year to the next is, yes,
the dollar spending in defense in outlay terms would go up.

Mr. GANSLER. Mr. Chairman, it seems the real issue isn't making
assumptions of cost avoidance—that we might have spent—but ac-
tually making comparisons with what we did spend last year and
what we will spend in subsequent years. And it seems to me that,
contrary to what we are spending now, the impacts are likely to be
extremely small in the short term, because even where you have
cuts, your cost frequently, we find, will go up. Base closings cost
money in the first few years. Also program terminations; you recall
the B-1A termination cost about $2 billion for termination liability.
It was not a significant savings. As we stretch programs, the unit
costs go up and you really don’t make big savings in those costs.

Representative HAMILTON. Arms control agreements——

Mr. GANSLER. And, in fact, there are good and valid reasons for
that. You have to increase your intelligence gathering, for exam-
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ple, in the presence of arms control, so you shift your resources. If
we're going to shift to drugs or to Third World conflicts, and I
would hope that we do, then I think part of the answer in the long
term depends upon what we use those resources for. A significant
investment in R&D, for example, could have a significant produc-
tivity enhancement to the Nation, and therefore a positive effect as
a peace dividend. It doesn’t have to be just in dollars; it could be in
new products and new manufacturing processes, or even manage-
ment innovations, if it is done properly. The question is whether or
not it will be done properly, or whether it will simply just be
thrown away and wasted.

Mr. Apams. There is one thing I would add to what I said earlier
on this, which is important. If you are looking at planning a fiscal
1991 budget, both measures may be relevant. You may be seeing an
increase in nominal outlays over the prior year but in planning the
new budget, you have seen an internal shift in the budget plan of
$6 to $7 billion that is then going to be, as I suggested, probably
used by the administration to reduce their estimate of the deficit
and reach the Gramm-Rudman target, but would also be, as it
were, available as a planning option for the Congress to direct in
other ways.

DOD BUDGET PROJECTIONS

Representative HaMILTON. I saw an estimate that Mr. Kaufmann
over at Brookings made about a 50-percent defense reduction in
real terms by the year 2000. Do you see anything like that develop-
ing? That is a very long time to project, it seems to me, but how do
you react to that kind of figure?

Mr. Apams. It could be possible. I have looked at Bill Kauf-
mann’s numbers. And it is interesting to me that if you look at the
constant dollar figure that Bill Kaufmann projects in his cuts for
fiscal year 1994 for function of 5-0 in the budget and you look at
where Secretary Cheney’s projected $180 billion cut over the 5-year
plan leaves you in 1994 in constant dollars, those two numbers,
Kaufmann’s and Cheney’s, aren’t all that far apart. Where Kauf-
mann’s numbers fall off the cliff is after 1997, and it is based on
the presumption that we will make major gains in conventional
arms control in the second round of the CFE talks. And if that did
happen, it is entirely possible that what Bill Kaufmann is talking
about is $150 billion defense budget in constant dollars, which
would leave us probably in the $225 to $250 billion current dollar
range by the end of the decade. And I imagine that is possible. And
at that level, $150 billion, it would be underneath the bottom of av-
erage peacetime spending in constant dollars. It would be quite a
reduction from where we've been over the last 40 years.

Representative Hamicron. With that kind of projection, the real
peace dividend kicks in quite a ways down the road.

Mr. Apawms. In Kaufmann’s numbers, you don’t see anything sig-
nificant in terms of a peace dividend, I would say, until after 1997.

Representative HamiLToN. Do the rest of you have any reaction
to those numbers?

Mr. GANsLER. I basically agree with Gordon Adams. The level
you would go down to would likely reach the low point in the mid-
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1970’s, and clearly the ability to get down to $150 billion real dol-
lars annual level is much more a function of world conditions,
arms control, things of that sort, than it is “hope”’—we cannot
groject 10 years ahead, we cannot project 2 months ahead nowa-
ays.

DEFENSE SPENDING

Representative HamiLToN. There would be agreement among all
of you on the panel that defense spending is not going to drop dra-
matically in the next 1, 2, or 3 years?

Mr. LEk. If defense spending is about $290 billion, which is about
what it is now, and if it stays there for the next 2 or 3 years, I
think you will be doing quite well.

Representative HaMILTON. Several of you suggested that, in the
period that we’re now in with reduced tensions, we change our
military strategy and restructure our defense budget. Do all of you
agree with that, that we have to restructure this defense budget? 1
was impressed by several of you, I think, and some of the articles
that I have seen, as well, indicating that we seem to approach this
business of calculating the peace dividend and determining the de-
fense budget on the basis of just figures, first, and then worry
about defense strategy later.

Is that your view, too? Is that the way we go about things here,
or we are going to go about it, as we try to proceed with peace divi-
dend considerations?

Mr. GANSLER. Secretary Cheney has said that it is consciously his
intent to try to change that approach. Simply continuing to stretch
out programs and continuing to fund programs that we intended
for a different environment and a different time is simply the
wrong way to utilize the resources. And I know it is at least his
intent to try to address that. Whether or not he will be successful
is a challenging question.

Representative HamiLToN. I can remember similar statements
from every Defense Secretary.

Mr. GansLER. I guess the one thing that I would argue is that it
is really different today in that the world is changing so rapidly
that people cannot ignore it.

CHANGING DEFENSE STRATEGIES

Representative HamiLToN. It is going to force you to make strate-
gy changes.

Mr. GANSLER. It is a combination of the world changing and the
dollars changing. We have an almost incompatible mix of an old
strategy and an old set of costs that have to change. And I think
that there is a growing recognition of that need. It is going to be
very slow. There’s a lot of institutional resistance, industry, the
military, and the Congress, and even some in labor will continue to
resist it because it is politically more desirable in many ways to
continue funding the old programs than to shift to the R&D em-
phasis or to the intelligence emphasis, or even a Third World em-
phasis. It does not have the big symbolic programs.

Mr. Apams. I agree. I think you're absolutely right, Mr. Chair-
man, that the felicitous relationship between strategy of budgets is
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a holy ground of every Secretary of Defense, and frequently hon-
ored in the breach. I do think that conditions in the world and con-
ditions in the budget are so changed now that there is an inevita-
ble connection between the two, but that is not the same thing as
saying that is how the Defense Department will manage it.

‘And what kind of concerns me at this point is, as we see this
first round of really dealing with budgetary wealth being at the
door, what we do see happening is a request to the services for ad-
justments in programs that may carry the figleaf of progress to be
made in arms control and reduction in international tensions, but
in fact will look like they tend to serve service agendas more di-
rectly in terms of bureaucratic requirements and the size of the
force structure of the programs that are in the hardware pipeline.
And then we don’t get a close connection.

COMPOSITION OF DEFENSE REDUCTION

Representative HaAMiLToN. What about the composition of the de-
fense reductions that we're going to have; manpower, weapons,
force structure, and so forth? Several of you hit upon that in your
statements, I noticed. But I would like you to speak to the question:
What is going to be—where are the cuts going to come from; I
%ues%, in your judgment? Is that the right place for them to come
rom?

Mr. Apams. It looks to me like you could sum it up, at least as
far as we know about it because we do not have a budget submis-
sion at this point, is that you are talking for preference of hard-
ware over people, the first rounds of cuts——

Regresentative HamirtoN. You will cut people and keep hard-
ware?

Mr. Apams. That’s right. The target will be—we have seen fig-
ures of as much as three army divisions, five air force air wings, 62
navy ships, and about 250,000 people.

Representative HamiLTON. Is that the right judgment?

Mr. Apams. I don’t think it is the correct judgment. In my own
judgment, you would want to balance those reductions more evenly
between people of the force structure cuts and hardware structure
cuts. I say that for two reasons. One, when you drive down the de-
fense budget highway the next generation of hardware that we cur-
rently have projected, you are setting in motion a production proc-
ess on things like LHX’s, C-17’s, B-2’s, ATF’s, and a series of other
programs, A-12’s, attack planes, all of which have liabilities for
middecade defense budgets, one of which may not be the equip-
ment we require in the changed world that Jack Gansler is talking
about, so we may find ourselves cutting them up, burning them up,
or beating them to death because we do not require them for the
changed threat.

The other problem is budgetary. We may find ourselves in the
process of large-scale production programs that outrun projected
costs and then either need to be stretched to the point of inefficien-
cy or need to be canceled or require deeper force structure cuts
than we have thought about to provide the funding for those pro-
grams.
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On the other side, deep cuts in force structure, before we have
succeeded in negotiating the right multilateral deals, seems to me
kind of throwing away the gain before we have actually negotiated
the gain. Our hedge, it seems to me for the moment, is in our force
structure in the careful negotiations of force reductions multilater-
ally, rather than simply walking them away unilaterally.

Representative HamiLtoN. Do the rest of you agree that that’s
where the cuts will be?

Mr. Lee. As I said in my statement, I don’t think you have a big
choice. If you want us to make cuts and you want to see the payoff
soon, weapons systems is a waste of your time; you will cut people.
That’s the only way practically that you can do it. I don’t think
that is necessarily the right way, either.

I think that Jack Gansler has put his finger on something that is
really important in saying that it is even more important today
than it has ever been to focus on research because we're not going
to be building as many weapons, and if we’re going to stay militari-
ly capable, we're going to have to put more resources into the re-
search area in order to accomplish that.

But there’s no indication, so far, that the cuts that are likely to
be made are being driven by any kind of strategy. They are just
being driven by the way the numbers work in the budget.

Representative HAMILTON. And if they are driven by the way the
numbers work in the budget, that means that you focus on man-
power?

Mr. LEe. You have no other choice.

DEFENSE FISCAL PLANNING

Mr. GansLEr. For the short term, I would argue that if the Gov-
ernment wants to do something that could have a dramatic and
positive effect, both on national security and economics, it is to
shift to a multiyear budget process. It is fiscally irresponsible, in
terms of economics and our security, to make the decisions on a 1-
year basis. We are the only nation in the world that does its de-
fense fiscal planning on a 1-year basis. Other countries tend to look
at the 5th and the 6th year.

The Congress, in my opinion, would be better with a 3-year re-
volving budget, where the Congress votes annually on the 4th year.
You have a 3-year budget cycle. We just ignore the 2d and 3d
years. And then the questions of whether you address manpower or
hardware and whether you address R&D and its effect on the econ-
omy and so forth, could be seriously addressed. To do it in terms of
the 1st year, and only the lst year, ends up making, I think, in
many cases, the wrong decision.

Mr. Apams. One thing I think that has moved us slightly, not
maybe a millimeter in the direction that Jack Gansler is talking
about, and I want to give Secretary Cheney credit for this. I think
he is the first Secretary of Defense probably since Mel Laird who
has said to the services, years 3, 4, and 5 of your plan in the out-
years are unrealistic, and I'm going to ask you to bring those num-
bers down and start thinking in terms of the program adjustments
you need to make now, so that those numbers stay down in the out-
years. We haven’t had that kind of realism in nearly 20 years.
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Representative HaMiLToN. What has been the consequences of
the unrealism?

Mr. Apams. The consequences, as I think all three of us have
suggested, is that we keep kicking the planning can down the road
1 year. We keep mortgaging the future and doing this as a 1-year
exercise.

Mr. GANsLER. All programs are affordable if you have unrealistic
dreams in the “outyears”, so you don’t have to face the reality of
what today’s impacts are on the future.

Representative HaMiLTON. In your view, the cuts will come in
the manpower disproportionately?

Mr. LEE. At first.

Representative HAMILTON. And in your view, that is not the most
desirgble composition of defense spending cuts? Is that agreed
upon?

Mr. LEE. That is correct.

Mr. GANsLER. It is not clear, to many, at least. I think you would
like to have a balance between them if you have to take cuts. If the
Congress will not allow cuts in weapons systems, it will have to
come out from manpower in order to satisfy the budget levels, or
the budgets will have to stay up.

Representative HAMILTON. Is it on the budget systems——

Mr. GANSLER. It is a catch 22. Last year, Secretary Cheney tried
to cut a couple of programs and could not get away with it. Now
the word is out, you know, that most likely that will happen again.
My estimate is that he will try again next year, and Congress can
respond or not respond appropriately. I think that there is a re-
sponsibility that is shared on both sides. Both have an obvious po-
litical incentive to maintain the current programs going.

Mr. Apams. And to start the new ones.

Mr. GANSLER. And even to start the new ones in their district.
The really important question is whether logic or politics wins out
in the debate over where the dollars should go and how they can be
used effectively.

Representative HamiLTON. Congressman Scheuer.

Representative SCHEUER. Thank you very much, Mr. Chairman. I
really enjoyed this very much. It has been enormously stimulating
and instructive.

PEACE DIVIDEND DILEMMA

We are caught on the horns of a terrible dilemma. We have this
marvelous opportunity to achieve a peace dividend but every way
you pop the balloon, you come up with real problems.

And Congress has to take an enormous share of the blame. We
are absolutely paranoiac about defense cuts that will produce un-
employment in our districts. And you're saying that, from the De-
fense Department’s point of view, those are the easiest to make—
manpower cuts. From the point of view of the average Congress-
man, he will fight to the death to oppose any cuts of any military
programs in his district that are going to produce unemployment.
And we have this painful situation in New York with Grumman
out there on Long Island manufacturing F-14’s that apparently
Secretary Cheney doesn’t want. -
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Our delegation was mobilized, worked, buttonholed, jawboned
other Members of Congress, the administration, and finally, we
worked our will, such as it was, to force the Secretary to keep pro-
ducing airplanes for $1.5 or $2 billion that he didn’t want and
doesn’t think we need. Now, that has to be an absolutely aberra-
tional result.

R&D FUNDING

What we should be doing is moving Grumman, moving those em-
ployees into some kind of productive civilian work. And just this
morning, in the New York Times, I don’t know if you read the
story, it boggles the mind. Here, Grumman’s president, chairman is
spending 1 percent of annual sales revenue on research and devel-
opment, compared with an industry average of 8 to 4 percent, when
the bottom is dropping out of their trade, their business. And he
says, “I don’t see any need to spend any more than that. Why
should I be wasting company money.on R&D?”’

I saw those cuts coming all along. It boggles the mind. This is the
spokesman of a multibillion-dollar American corporation, and this
man has the fate of perhaps 10,000 people in his hands, and this is
the most creative thinking he can come up with. They are trying to
diversify in what are two major thrusts. I think there is an object
lesson in this. First, they are bidding on a $300 million contract to
develop a missile tracking system that is part of the strategic de-
fense initiative. That is their one thrust; and their second thrust is
they’ve already won a $657 million contract to develop on air borne
radar system that tracks tanks on the battle field.

Mr. Apams. Neither is a growth industry, as far as we can tell.

Mr. Lee. Unfortunately, Congressman Scheuer, there is evidence
that the chairman of Grumman is not alone in his approach to
funding R&D. There have been studies that concluded that the de-
fense industry, as a whole, has funded substantially less R&D from
company funds than American industry as a whole. The defense in-
dustry has depended on the Federal Government to provide the
R&D, so they have not provided it internally. But Grumman is cer-
tainly not alone in taking that approach.

DEFENSE INDUSTRY INCENTIVES

Mr. GaNnsLER. If I might comment? It strikes me that beating on
the industry when the basic issue is a public policy issue may be
going too far. It strikes me that, when you talk about why people
don’t invest in things, in industry it is usually because the incen-
tives aren’t there to cause them fo do it. And it strikes me that if
the environment for capital investment, the environment for re-
search and development, the environment for education and train-
ing don’t exist, then it is perfectly rational for these people not
only to not invest but even not to invest in the defense area when
they do make the investment decisions.

And I would argue that we have created enormous barriers for a
company such as Grumman to in fact attempt to integrate its com-
mercial and military activities even in its own plants. There are
explicit barriers of cost accounting standards, of data requirements,
of military specifications, of military standards, and so forth, that
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would force a company, even if they wanted to be in both civil and
military, to keep those activities separate.

That is wrong in my opinion. Those barriers should be removed
by the Government and incentives created to cause them to inte-
grate, so that these good engineers at Grumman could in fact shift
into high technology commercial activities.

Representative SCHEUER. There is no doubt that is the goal.
Nobody wants to beat up on Grumman. We want to save those
10,000 jobs for the economy of Long Island, as well as for the
morale of the people. It exacts an enormous, pitiful toll on a com-
munity in terms of its buoyancy, its confidence, whatever, its spirit,
a cloud when you face them with the prospect of losing 5,000 to
10,000 jobs. And what Members of Congress would like to do, I
think, is to avoid that.

And apparently, they're spending only a third or a quarter of
what comparable companies are spending in research. They did get
into the bus business but they were producing a bus that somebody
else designed and they took a bum rap on that. But it seems to me,
the answer to that is get into the bus business and design your own
bus. If they can design an F-14, why can’t they design a bus that
works. Of course they can.

Mr. Apams. That is one of the reasons, Congressman Scheuer,
that I suggested in my testimony that the defense industry is not
monolithic is precisely because—it may be a little bit in contrast to
what Jack Gansler was saying—I do see some hope in the defense
industry for companies to be able to do things about diversification
and about the use of their own scientific and technical personnel.
There are defense contractors who do significant defense business
who also do significant commercial business, and some of whom
managed to walk expertise back and forth. I think of United Tech-
nologies, Martin-Marietta, or the Boeing Corp. that manage to do
quite successful work on the commercial side, while doing quite
successful work on the military side at the same time. The industry
is not monolithic. There are companies that seem to be like Grum-
man that just have not got it, and some companies like Boeing, U-
Tech, or Martin-Marietta who have it and figured out where their
strategy should go.

Representative SCHEUER. It seems to me that our job, as Con-
gressmen, is to kind of guide them, using a combination of the stick
and a carrot; a little goad, a little incentive out there, to engage in
thoughtful conversion programs.

Now, is there some way that we can sort of learn the lessons that
these other firms—from the experience of these other firms who
are far more successful in shifting into the commercial sector? How
did they do it? What were the keys to their success? Are there a
list of half a dozen?

Mr. GANSLER. When one looks at the successes worldwide, and
there have been some, although certainly not a large number of
them, the one thing that comes out glaringly is the fact that they
planned it over a significant period of time. In other words, Grum-
man should have looked at it in the mid-1970’s when they were
looking at the buses, rather than saying, that was just a stopgap
ami_asure and, as soon as defense comes back, we will shift back into

efense.
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And the other thing that comes out glaringly is that the princi-
pal technology transfer mechanism is people, which means that
you need to have the same production people, the same engineer-
ing people doing both the commercial and military activities, which
means that we have to remove the barriers to having that happen.
The dramatic increase in regulation of the defense industry that
has, in fact, taken place over the last 10 years has caused more and
more companies to separate, rather than to integrate. Boeing just
recently, in Witchita, separated their commercial and military ac-
tivities because of the enormous increase in the undesirability of
government defense business. We have to remove that and encour-
age them to integrate.

Representative ScHEUER. You say there are a lot of disincentives
in that for Grumman to try a rational program of sequeing to
seque out of defense and into business. They have a trained labor
force, educated labor force, they have a community that want them
and needs them.

What kind of incentives could we provide that would ease this
transition of Grumman and facilitate not only their engineering
but their manufacturing, their sales, everything else, from a basi-
cally military focus to a commercial focus?

How do we get them, how do we harness all of that talent to be
thinking about manufacturing subway cars and trains that travel
on a couple of inches of an air cushion?

How do we think about their making modern streetcars, modern
buses, modern jet passenger transportation, maybe prefab housing?
I don’t know.

But what are the incentives that we can create and what are the
barriers that we can knock down as a Congress to encourage com-
panies like Grumman to do more imaginative and more thoughtful
and more long-term job planning conversion than they seem to be
willing or are able to do now?

Mr. Apams. Congressman Scheuer, in my testimony, I suggested
that we do in fact have a rather lengthy history in this country of
dealing with economic adjustments, whether they be defense relat-
ed or nondefense related. And probably the critical orienting word,
if there is one term to describe how companies, communities, work-
ers, et cetera, make these transitions, that word is, flexibility. If we
attempt to devise some central planned mechanism that rubber-
stamps on every defense installation in the country exactly the
same process, it will not work. Some of those companies will not be
able to——

INDUSTRIAL POLICY

Representative ScHEUER. You are not suggesting an industrial
policy that would create a MITI?

Mr. Apawms. In the area of R&D and technology, we need to look
at four areas, I think, that we need to look at, that Congress can
look at. One is something that Congress can only do a certain
amount about. And that is, healthy adjustments or transitions for
any company, for any community, for any worker, involve the
economy, itself, being healthy, not just what is going on at that
plant or in that community or at that location, but the regional
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economy being healthy and reasonably diversified. Which has hap-
pened, to a large extent, in many of our more defense-dependent
economies including Long Island, interestingly.

Second—so the healthy economy is critical. The national econo-
my, if it is not healthy, all of the good planning in the world is not
going to do a thing for any intention by Grumman’s management
to build anything else or anybody’s desire working at Grumman to
work on anything else. If the economy is unhealthy, it is a hopeless
proposition.

hRepresentative SCHEUER. Basically, because there’s not a market
there.

Mr. Apams. Exactly. There is no capital investment and there is
no market.

Representative ScHEUER. If there is a market, there will be cap-
ital available; if there is no market, capital will not flow in that
direction. :

Mr. Apams. That's right.

Second, with respect to Federal spending, there are areas of Fed-
eral spending that make a difference. Some of them are in develop-
ment planning assistance to communities, EDA-type grants, title
IX. Some of them are worker transition and retraining moneys,
JPTA, title III. Some of them are Federal spending in the areas
that you were talking about a moment ago, that is to say, technolo-
gy R&D. And I addressed in my testimony that I think we need to
seriously address that now. The question of whether it is a MITI, or
not, I don’t know. But the question of what is the appropriate Fed-
eral Government role in technology and competitiveness and that
will provide the kinds of spending incentives that a lot of compa-
nies—they know a fiscal target when they see it.

And third, worker adjustment issues. Again, flexibility needs to
be key here. If we simply assume that all workers stay in one place
and just work on something different in one place, we have con-
demned some workers to perpetual unemployment because the cap-
ital investment to market the jobs will not be in that place, they
will be somewhere else. What is critical here is retraining, job
counseling, relocation allowances, things that help workers find
new jobs in the market, whether they are there at Grumman or in
the two-county economy, Nassau and Suffolk, or somewhere else, in
Washington or Long Beach or Sunnyvale, or wherever, Tulsa,
wherever they happen to be, so those elements are important.

And, finally, the community development piece is absolutely crit-
ical. When I start hearing that the Nassau and Suffolk County leg-
islatures and governments and executives have begun sitting down
with the Long Island Regional Planning Board and the Grumman
management and the other defense-related and defense contracting
companies on Long Island and have begun to talk through where
the skills of the work force, where the jobs are in the economy,
what the legislators and county executives can do in terms of local
resources and New York State resources to move into that econo-
my and diversify and create new opportunities, then I will know
the critical community level has begun to come together, which
seems to be absolutely vital for these transitions to happen.
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Mr. GANSLER. Let me comment. I don’t think we should have
MITT in the United States. On the other hand, it is necessary to
contrast the MITI approach with the U.S. approach.

Representative SCHEUER. Just for clarification, MITI is the Minis-
try of International Trade and Industry and it is the major trade
planning agency in Japan which, in many cases, very successfully
directs corporate enterprise research and development production
into specific product areas where they think there is a real target
of opportunity in the future.

Mr. GansLER. I would argue only with the word “direct.” They
encourage, they use incentives, it is not a Soviet-style planning at
all. It is in indicative planning which encourages people through
tax, trade, and other incentive techniques. And what they also do,
which we don’t have, it seems to me, is some strategy involved in
which these actions are taking place. They have decided that they
want to be the leader in a number of high-technology areas and
they’re going to go about doing that, and they’re doing it——

Representative ScHEUER. And they select the high-technology
arenas. They may select robotics, and provide financing for a com-
pany that told them in advance that it would be 10 or 12 years
before they would show a product, and that is what they did. And
that is the way it worked out. And now that company is the pre-
eminent manufacturer of robotics in the world, starting from noth-
ing, just an idea. So they target the high-technology industry, but
then they will target a particular product.

Mr. GansLER. The thing I was going to point out is, the contrast
in looking at their defense industrial strategy which they have ex-
plicitly stated—in fact, have had now for a number of years explic-
itly stated—they have a conscious effort to integrate their civil and
military technology. And as they are building up their defense in-
dustry, they are doing it in an integrated fashion so they don’t end
up with the Grumman that has nothing but defense.

And second, they have as part of, again, the statement that Ya-
suhiro Nakasone made when he was Minister of Defense, the state-
ment of the specific defense industrial strategy, the second major
thrust of it was an R&D based strategy, so that they would create
an environment in which R&D would be encouraged, and, again,
going back to your point, about, is Grumman really encouraged to
make those R&D investments?

By contrast, the United States has a defense industrial strategy
that is not explicit and, worse, it is counterproductive because of
all of the disincentives that have been created. :

Representative ScHEUER. Spell them out for us.

Mr. GANSLER, The high cost of capital, the short-term interest in
capital, the lack of incentives for education and training, the lack
of R&D investment incentives. In fact, the Department of Defense
keeps threatening to take back the independent research and de-
velopment that has been the one thing that defense contractors
have been able to do for R&D. And I’'m sure that is where Grum-
f1'nan is getting their independent research and development money
rom.

The lack of capital investment incentives in plant and equipment
is seen by the difference in the depreciation time that the Japanese
have compared to ours. They reward, encourage, through tax incen-
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tive programs. They also will, as you point out, properly, explicitly
pick certain areas that they think have high multiplier effects—
“linkage” industries, in high technology, and rapidly changing—
where they want to be the world leader in that field and then they
make those investments. And they might do it through defense ex-
penditures or they might do it through commercial expenditures,
and they want industry to be players in that. It is not a directive
one, it is a joint partnership, in a sense, with industry—a public
and private sector partnership, if you will. We have not learned
how to structure that. They are able to integrate their security con-
siderations, both military and economic. We have not learned how
to integrate those.

I don’t think that we want to go into the full direction of the
MITI, but it seems to me that, as a nation, we have to start to rec-
ognize the strong relationship among technology and national secu-
rity and economic competitiveness.

TECHNOLOGY TRANSFER

Representative SCHEUER. Mr. Gansler, I was struck by your testi-
mony. I think this has been a marvelous hearing. And you say, you
talk about the need for the DOD to have lower cost, high-quality
weapons systems. And you say that, combined with the fact that
today’s technology needs for defense greatly overlap those of the ci-
vilian world in such areas as advanced electronics, supercomputers
associated hardware, new structural materials, advanced manufac-
turing equipment, these all offer the enormous potential for simul-
taneous benefits to the Nation, in both the economic and military
areas, if this can be effectively utilized by the civilian economy.

Now, this phenomenon is not taking place automatically. When
you say “we” should be doing this, are you talking about the pri-
vate sector, are you talking about Grumman, are you talking about
the Long Island Regional Planning Commission, are you talking
about Members of Congress from New York who, if they put their
brains and their zeal together, could structure legislative packages
that would make it a hell of a lot easier for Grumman to figure out
where, in that vast array of civilian windows of opportunity, their
talent and the curriculum vitae, the CV’s of all of their top profes-
sionals, their engineers and design people, what aspect of the civil-
ian economy is right for them?

Maybe in all of this array of talent that they have producing
missile tracking systems, air borne radar, maybe that very sophisti-
cated communications equipment should be employed in some kind
of telecommunications projects. Maybe it should be employed in
producing medical electronics communications, as well as other
things. That is a matter for technical people to study. But, obvious-
ly, if they can produce a sophisticated plane that is loaded with
high technology, like the F14, there must be a hell of a lot of areas
possibly in the economy where, if they focused their goals and their
talents in a directed way, you would think that they would be very
successful competitors.

Now, where is the reponsibility for taking the leadership in that
kind of effort? Do they hire a consultant like Arthur Andersen, or
Arthur D. Little? Aren’t there industrial consultants who have had
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experience in those kinds of analytical approaches? Should this be
a Congressional mission? Should our Congressional Budget Office,
should they have a division of military conversion? Should we pass
legislation perhaps providing funds for these corporations to retain
private 